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Competitive Bidding 


[Public accountants everywhere are frequently confronted by 
the problem of competition for professional engagements. Every 
accountant deplores the short-sightedness of the corporation, firm 
or individual man of business who attempts so to debase account- 
ancy as to place it on a purely commercial plane. The following 
expressions of opinion from widely separate parts of the country 
indicate the prevalence of the evil and the desire to overcome it. 
The views and suggestions of other practising accountants and of 
business men will be weicome to this magazine.—Editor, THE 
JouRNAL OF ACCOUNTANCY. ] 


By Jort Hunter, C. P. A. 


I do not know that I can add anything of value to a discussion 
of the question of competitive bidding, but I believe that the 
accountant of to-day owes the profession a duty which is partly 
paid by his contributing the best of his thought and experience to 
the solution of vexed problems affecting the profession. 

The men who have been asked to contribute to this symposium 
come from the far-removed states of Minnesota, Texas, Washing- 
ton and Georgia, and I am disposed to believe that their attitude 
toward the subject of competitive bidding will be affected by the 
experience gained from practice in their respective states. 

It is perhaps universaliy conceded that competitive bidding is 
a practice which not only works injuriously to the profession, but 
lowers the dignity of the competing accountant; and in the end 
causes him to do work frequently at a loss. If accountants are 
going to put themselves on the same plane as a mechanic and 
encourage the practice of competitive bidding, one can have no 
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cause for complaint when we are classed, for instance, with the 
farriers. 

It is a periodical custom with the express offices and some of 
the railroad freight offices in Georgia to sell at auction the un- 
called-for packages upon which charges are long overdue. They 
call this the “ole hoss sale.” The auctioner displays a package, 
and some one of the crowd, attracted by its size or appearance, 
raakes a bid. On one such occasion, a small parcel bearing the 
imprint of a celebrated New York jeweler was raised by repeated 
bids to something like ten dollars. When knocked down to the 
successful bidder it was found to contain a small and inferior 
atomizer. This is not unlike bidding on a piece of audit work. 

The successful bidder for the audit of a Georgia city, whose 
fee was about a third of the largest figure submitted, told me 
that he lost money on the engagement. Naming a fee in advance 
to do a piece of work, with the details of which one is not ac- 
quainted, is simply a gamble. However much one’s sporting 
blood may be aroused at the idea of taking a chance at something, 
I do not know of any profession worth the name which is founded 
on an unsound economic basis. 

The more experienced accountant, though, does not have to be 
told of the evils of competitive bidding. He has probably at one 
time in his life tried it, gained his experience and resolved not to 
do it any more. Therefore, I think that the purposes desired to be 
accomplished by this series of articles would be served better if 
an inquiry were made into the subject. 

In the first place, I do not think competitive bidding is as 
prevalent in the larger centers of population where men are 
better acquainted with the use and value of an accountant’s 
service as it is in small towns and rural communities. As an in- 
dication of this, I have seen bids advertised for the auditing of 
cities and counties. My point of view is obtained from conditions 
in the southeastern states and particularly in Georgia. But I am 
satisfied that if the men who had the giving of these audits knew 
of the existence of auditing as a real profession, the great scope 
and breadth of it and the mental calibre of some of its votaries, 
they would not only not ask for bids but would select the men 
best fitted to do this work and pay them their price. 

The education of business men to the use and value of an 
auditor’s services is a subject that I am continually engaged upon, 
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and I believe that it is almost invariably the case that men who 
have come in contact with competent and conscientious auditors 
do not want any competitive bidding, but, on the contrary, go 
directly to the practitioner who has proven his efficiency. The 
American accountants owe it to themselves to lose no time in 
making the business men of the United States realize the value of 
the service performed by the experienced accountant. Perhaps the 
need for this educational work may not be so great in communi- 
ties such as New York, Chicago and the like, but I know and can 
point with much pride and some profit to the good that it is doing 
in the southeastern states. Not to enumerate many other advan- 
tages to be realized by the profession, I think that if all account- 
ants who have any taient in the way of lecturing or writing would 
embrace every opportunity of appearing before public bodies and 
explaining the scope of the profession of accountancy, not only 
would competitive bidding cease, but the appreciation of the pro- 
fession would advance by leaps and bounds. 

There is also another point which makes for a continuance 
of the practice of bidding, which, in a larger sense, would be 
eliminated if accountancy were anything like as well understood 
as the older professions of law and medicine. I refer to the 
licensing of all accountants. Make it illegal for any one to prac- 
tise accountancy until he shall have received his diploma. In 
Georgia, for instance, there are only about thirty-two certified 
public accountants. There are probably two or three times this 
number practising in the state as public accountants. Here again 
rests a great responsibility upon the American certified public 
accountants to develop kindly relations between the certified men 
and those not certified. The various state societies and, to a less 
extent, the state examining boards could do a great and signal 
service to the profession by adopting a kindly attitude toward the 
uncertified men and persuade them to prepare themselves so that 
they may successfully sit for the examinations. 

From my experience as a member of the Georgia examining 
board, which may be matched by other examiners, I have ob- 
served a curious psychological phenomenon. This is the almost 
complete reversal in attitude toward uncertified men by the 
average successful candidate immediately before and just after 
taking his examinations. Before the examinations frequently he 
is in a state of mind which prompts him to ask the examiners, 
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“How many catch questions in these examinations?” etc., etc., all 
indicating a mental condition bordering dangerously upon surli- 
ness. While after the examination that he has successfully passed 
he is keen to have the board “keep up the high standard of the 
past,” to “make it so that a man will be proud to earn his diploma, 
even if he has to sit two or three times for it,” etc., etc. In plain 
language, their attitude toward the uncertified men that come 
after them is that of seeming to try to make it harder, whilst 
before they sat they were suspicious of being tripped up. 

Clearly then much depends upon the inculcation of kindly 
relations which will lead to a better understanding between the 
uncertified accountant and the certified men. I should say that, 
as a rule, a large part of competitive bidding in this section is 
started by uncertified men. I do not mean to say that no certified 
public accountant ever makes a competitive bid; but it is only 
reasonable that, as men develop in ability and in experience, they 
will refrain from doing unnecessary and unprofitable things. 

Therefore, in my opinion, if all the capable certified public 
accountants in our profession will help develop it by expounding 
its scope in the written and in the spoken word; if they will by 
precept and example act as helpers and advisors to those not so 
far advanced; and if all will work together either through state 
law or by congressional statute to the end that all practitioners 
must be licensed—I think when that happy day comes that we 
shall not be troubled any more with competitive bidding. 





By W. P. Perer, C. P. A. 


Competition in the mind of the average layman means the 
life of trade, and, as such, relates primarily to gain; but to 
those who carefully weigh the better things in life it becomes a 
secondary consideration. 

The accountant who enters for a competitive fee is largely 
actuated by the prospective gain in sight, and the way by which 
it shall reach his pocket is sometimes well prepared. When in- 
telligently considered, is it not true that no one is sufficiently en- 
dowed with prophetic vision to forecast accurately the magnitude 
of the evils that may be encountered or the ease with which a 
satisfactory analysis may be obtained? The successful bidder 
may assume, and rightly so, that the chance of another fee being 
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paid for a review of his work is almost nil; therefore, when an 
award is made he may immediately begin to manceuvre for an 
advantage which will save time and increase the prospective gain. 

There is a marked difference between a flat fee, which may be 
offered to reputable accountants in the order of their value to 
the client, and a bid to equal or lower an appropriation. In the 
former event an accountant could accept service, being actuated 
by a desire to add luster to his fame or to accommodate friends, 
and yet be left entirely free to advise the client of the best man- 
ner in which the limited fee might be expended. On the other 
hand, the controlling motive is gain, and the method an attempt 
to impress the client that his money is to be wisely invested. 

It is quite true that some good work has been done by com- 
petitive bidders, but, so far as information shows, such accountants 
are usually beginners and they frankly admit that one experience 
is sufficient, The honest analytical mind does not desire the un- 
earned fee any more than it would the gratuitous dispensation 
of service to the public. There is intense satisfaction in having 
earned a fee and infinitely more when satisfied that the service 
has been well performed. It may be said without fear of success- 
ful contradiction that most professional accountants have done 
some piece of work that was not worth the fee, but these instances 
are rare and almost invariably due to the inferior methods of 
accounting which many of us encounter during a professional 
career. 

Honored members of the profession have become so by frown- 
ing upon practices that are of no material benefit to the client 
and by the cultivation of those excellent qualifications which raise 
the standard of the profession beyond the habit of fee grabbing. 

Another feature very closely allied to competitive bidding is 
advertising, the usual formula for which is this: The accountant 
must be careful to give himself a good reputation by stating his 
merits together with an imposing array of names of those who 
have recognized his virtues. Men of this class might go a step 
further and publish a history of the men who employ them. 

On my desk at this writing there is a letter from a firm of 
chartered accountants which publishes the names of over one 
hundred clients that have been cured ; also the lithographed book- 
let of a firm of certified public accountants who will cheerfully 
advise clients in distress. 
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After all is said and done, we shall have competitive bidde:s 
with us, but we may and should advise the commercial world of 
the ills it will be heir to when such service is employed. One 
means by which the conscientious practitioner may combat this 
reprehensible practice is by addresses to representative business 
organizations and by the circulation thereof through established 
trade and financial journals. 


By E. G. SHorrock 


We are apt to look with contempt upon the ambulance-chasing 
doctor or lawyer, forgetting that our own profession contains 
some of the most persistent ambulance chasers alive. Let the 
faintest kind of a prospect show itself above the horizon—be it a 
bankruptcy actual or expected, a defalcation, an audit or piece of 
work of any description—and a horde of accountants is on its 
trail with a celerity which the ambulance chasers of other profes- 
sions may well regard with envy. 

The eagerness of many practitioners to obtain business has 
led to their adopting weird devices for the ensnaring of the client 
and the defeat of competitors. Among these may be mentioned 
contingent fees; daily rates with a maximum price for the entire 
job ; taking advantage of competitors, whose daily rates are estab- 
lished, by quoting rates which are lower than theirs ; undertaking 
to make preliminary surveys and recommendations free of charge 
in the hope of talking the client into a big job and thereby recoup- 
ing themselves ; and making lump sum bids. It is not easy to say 
which of these practices is entitled to the medal for viciousness, 
but none of them has done more damage to our profession than 
has competitive bidding. 

If the bidders were confined to “outside” accountants there 
would be little reason for complaint or criticism. But they are 
not. It is a deplorable fact that many “insiders” are, in the rush 
for business, willing to place themselves on a level with the “book- 
keeper-out-of-a-job” class of accountant in their methods of 
securing it. So long as this condition prevails we ought not to 
feel aggrieved if the public is slow to distinguish the real from 
the imitation accountant. 

That professional accountants, who, above all others, should 
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appreciate and practise business-like methods, are willing to make 
lump sum bids for work the volume of which it is impossible to 
predetermine—and this is the case in practically all but the 
smallest engagements—is a dangerous absurdity, and creates no 
respect for their intelligence even in the mind of the client. 

No contractor (except an accountant) would undertake to 
bid on a piece of work unless he were supplied with plans and 
specifications. If he were asked, for instance, to quote for “a 
house” or “a bridge,” without being furnished with information 
which would enable him to figure his quantities and costs, he 
would probably be reluctant to submit a price. Not so the ac- 
countant. Fired by his ambition to get the job, he will cheerfully 
make a bid for “an audit” after a cursory survey of the books 
that are to be examined, without perhaps any understanding with 
the client as to the scope of the work, and disregarding the pit- 
falls that may lie in wait for him even in the most innocent-looking 
set of books. If he has reason to believe that his competitors have 
also been asked to bid, he will probably make the best guess he 
can of the “price” they are likely to quote and fix his own accord- 
ingly. If on the other hand there is no competition, his figure 
will doubtless be correspondingly higher. 

Again, where competitive bids in any quantity are obtained, 
the difference between the lowest and the highest bid is as likely 
as not to be so great as to cause the client to suspect either that 
the bidders do not know their business or that they have conspired 
to play a practical joke on him. In one case of this kind (an 
audit) the bids ranged from $250 to upwards of $1,000. The 
client (who was himself somewhat of an accountant) accepted a 
bid which was about midway between the two extremes, his 
reason being that probably the low man was a fool, the high man 
a grafter, and the middleman “about right.” 

If the low bidder happens to secure an engagement on a 
competitive basis, the chances are that in order to avoid loss he 
will be tempted to scamp the work. If the high bidder is success- 
ful, and he finds that on a daily rate basis the fee is excessive, 
he will be confronted by the temptation to prolong the work un- 
necessarily in order to save his face before the client. In either 
case, the client suffers. 

A horde of accountants competing for an engagement is not 
an elevating spectacle, and is certainly detrimental to us com- 
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mercially and professionally. While most of the members of the 
American Association of Public Accountants as individuals are 
doubtless ready to admit this, their respect for decency and the 
best interests of the public and the profession has not yet mani- 
fested itself to any extent in a codperative way to the end that 
such spectacles may cease. 

In any movement in this direction the leading practitioners 
must take the initiative. Some of them have not been above 
criticism in the past, and their willingness to indulge in bidding 
has practically compelled others, often against their wishes, to 
follow suit. The state societies should give the matter serious 
attention, and the American Association can render material 
assistance towards the creation of a favorable public sentiment 
by explaining in its pamphlets why, from the client’s viewpoint, 
competitive bidding is undesirable. 

If we hope to make of accountancy a profession respected 
alike by its members and the public, we must encourage frank 
discussion, in our organizations and in THE JOURNAL, of our 
methods and seek to eliminate unbusinesslike and unethical prac- 
tices. In the matter of competitive bidding, we ought, by con- 
sistent square dealing and excellence of service, to be able ulti- 
mately to convince the public that members of the American 
Association may be trusted to do the proper thing without being 
subjected to the preliminary humiliation which attaches to 
undignified and unprofessional haggling. 





By H. M. Temp te, C. P. A. 


The title of this article is suggestive of a sense of strife for 
business favors, as well as round sum prices for accounting 
service, and those who are most familiar with the spirit of the 
best accounting service are fully aware that strife should have no 
place in an accountant’s vocabulary. 

In order to appreciate more completely the relations between 
the accountant and client, it is desirable to give consideration to 
the general character of the service rendered by the accountant. 

Accounting service contemplates helpful, constructive work, 
either in the matter of confirming or verifying the stewardship 
of employees in their relations as to the business and its property, 
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or in the analysis of that stewardship, for the purpose of observ- 
ing errors of omission or commission in its conduct. 

Competitive or round sum bidding means, therefore, that the 
bidder guesses in round sum figures as to the value of the time 
required to render the desired service, and the client in accepting 
the bid or proposal becomes a party to the guess or estimate, and 
in so doing places a sense of limitation on the value of the service 
to be rendered. 

The ultimate outcome of such contractual relations cannot be 
otherwise than unsatisfactory to all concerned, for either the 
client will pay an excessive fee, that the accountant may protect 
or hedge his estimate, or the accountant is made to suffer mone- 
tary loss by reason of underestimating the value of the time to 
be consumed. 

Many instances are known among the profession where ac- 
countants, in perfect good faith, have made bids for their service, 
on the theory that they were fully informed as to all of the 
phases and conditions, and in perfect good faith have thoroughly 
and faithfully completed the service at a great materia! loss to 
themselves. 

Instances are also kiuown where clients have insisted on ad- 
ditional service, not expressed in the original proposals, and have 
refused to pay for such additional service. Naturally, as a result, 
discord has developed between the accountants rendering the 
service and the client. 

Instances also may be cited indicating that accountants have 
ridiculously underestimated work, and have then slighted the 
service, so as to come out somewhere near “the right side.” 

The above-cited experiences are of small value in building up 
a spirit of confidence between the client and the service of the 
professional accountant. In fact, they have the tendency to place 
the profession in a most unfavorable light. Many American ac- 
countants have maintained that bidding or specifying round sum 
fees in advance of actual service is unprofessional, and in living 
up to the spirit of their conclusions decline to accept accounting 
service, except on a per diem basis, that is, receiving pay for 
actual time rendered, at an agreed per diem rate. Such an ar- 
rangement between the client and the accountant promotes a 
definite understanding, and privileges the client to terminate the 
service at any of the stages, or to continue it with full knowledge 
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as to progressing costs; and also, as the work is repeated from 
year to year, consistent comparisons of costs are possible, and 
standards effected or introduced, which promote a spirit of respect 
and confidence between the service of the accountant and the 
client. 

The broader view of the relationship between the accountant 
and the client fully demonstrates that accounting is a professional 
service which should not be commercialized or subjected to any 
sense of restriction or limitation. 

The fee of every professional man is necessary to sustain his 
good citizenship and his deference to social requirements and re- 
finements of civilization, but his true reward is personal develop- 
ment and increased capacity for substantial service. 
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The Accountant's Report* 


From the Standpoint of the Several_Parties at Interest 
By J. S. M. Gooptor, C, P. A. 


The practice of accounting in the United States may, in general 
terms, be classified under three captions, viz. : 


1. Current audits—covering the annual or periodical examina- 
tion of public or private corporations, co-partnerships or 
individuals. 

2. Special examinations or investigations for one or more 
definitely stated purposes. Under this caption may be 
included such work as the examination of several prop- 
erties for the purpose of (1) merger or consolidation ; 
(2) the sale to the public of securities; (3) examinations 
in respect of liquidation, reorganization or bankruptcy ; 
(4) adjustment of partnership affairs ; (5) the determina- 
tion of the reasons for material reduction in gross or net 
revenues; (6) investigation of charges of mismanage- 
ment or fraud, diversion or misapplication of funds or 
other property; and (7) such other special data as may 
with propriety be specifically requested by the client. 

3. Preparation and installation of systems of accounting, costs, 
efficiency, etc., and the organization of the departments 
directly affected thereby. 


In addition to the work of the accountant indicated above, the 
American accountant is, to a large extent, the confidential advisor 
of his client in many matters appertaining to the production and 
distribution of commodities dealt in, as well as in matters of 
finance. In his valuable work on Auditing, Robert H. Mont- 
gomery says :— 

It is always a question as to how far a professional auditor should go 
in giving advice. Some accountants of long experience and large practice 
unqualifiedly recommend that an auditor’s duty is to state facts, and 


facts only, and that inferences therefrom as applied to past or future are 
not to be drawn by professional auditurs. The author feels, however, that 


*An address delivered before the New York State Society of Certified Public 
Accountants, June 14, 1915. 
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this is another point in practice where an auditor can frequently be of 
substantial assistance to his client by going somewhat beyond the facts and 
figures and stating, modestly and without prejudice, the effect certain 
methods have had or may have in the future. 


In the same work, Mr. Montgomery says that “auditing, in its 
broadest sense, is the most important branch of accountancy” ; 
and further states “the purposes of an audit” as follows :— 


In what might be called the formative days of auditing, students were 
taught that the chief objects of an audit were: 

(1) The detection or prevention of fraud; 

(2) The detection or prevention of errors; 
but in recent years there has been a decided change in the demand and in 
the service. That is to say, the financiers and business men who originally 
retained professional auditors to look for fraud or errors have enlarged 
their demands and now require a vastly broader and more important 
class of work, which those who have advanced in skill and knowledge have 
been able to understand and perform. We must therefore relegate the 
former “chief objects” to a subordinate position without in any way 
depreciating their importance. 

The reiative position of the present-day purposes are: 

(1) To ascertain the actual financial conditions and earnings of an 
enterprise for 

(a) Its proprietors (partners or stockholders). 

(b) Its executives (managers, officers, or directors). 

(c) Bankers or investors who are considering the purchase of 
securities. 

(d) Bankers who are considering the discounting or purchasing of its 
promissory notes. 

(2) The detection of fraud or errors as hereinafter explained. 
The results secured by auditors are required for the following, among 
other purposes: 

(a) In order that stock and bond holders and other owners may have 
submitted to them at regular intervals a comprehensive, even 
though a condensed, statement of the financial position and the 
net results of the operations of the business in which they have 
a proprietary interest, and that the fairness and accuracy in all 
essential particulars of the statement submitted may be attested 
by means of a certificate or report of a disinterested and com- 
petent authority. 

(b) Upon a proposed sale or incorporation or other change in form or 
management, such as an attempt to bring in additional capital 
or the death of a partner or large stockholder. Matters of the 
highest importance arise in connection with the interests of 
partners in the event of death or other change in the partnership 
relations. 

(c) To submit similar statements in more detail to banks and note 
brokers as a basis of credit. 

(d) To submit certified statements to the mercantile agencies and to 
other organizations which call for periodical reports. 

(e) To ascertain the true causes of fluctuations in profits or expenses. 

(f) To state the facts in dispute or litigation, and to investigate the 
causes of bankruptcy for creditors or stockholders. 

This is a partial list only of the manifold purposes for which audits 
or investigations are being demanded. 

The nineteenth century auditor who looked chiefly for fraud or errors 
no doubt served a useful purpose, but his methods now illustrate the 
history rather than the modern practice of auditing. 


92 





‘ 
4 














The Accountant's Report 


In Accounting Practice and Procedure, A. L. Dickinson de- 
fines the duties and responsibilities of the public accountant as 
follows :-— 

(1) Those in respect of the prospectus, or the preparation and certifica- 


tion of accounts of past results for the purpose of the sale of a business 
or the issue of new securities. 


(2) Those in respect of an audit, or the examination, audit and certifica- 
tion of the annual statements of accounts. 

(3) Those in respect of liquidation and reconstruction, involving the 
preparation of statements and reports upon the condition of a business 
which, by reason of financial difficulties, is put into bankruptcy or into 
the hands of a receiver, and the preparation of further statements and 
reports for the purpose of its reorganization. 

For the purposes of this discussion, I have considered the ac- 
countant’s report as covering either an audit for a current fiscal 
period or an examination covering several fiscal periods—the 
report in either case stating the financial condition at the begin- 
ning and the end of the period under review and the revenues, 
expenses and other items entering into the profit and loss, surplus 
or deficit for the same time. 

The accountant’s field of labor is being so rapidly enlarged 
that any statement as to those interested should, within a com- 
paratively short time, be materially increased. Some of the prin- 
cipal interests at this time may be summarized as follows :— 


1. The management—including 
(a) Operating officers 
(b) Financial and administrative officers 
(c) Executive officers 
(d) Directors. 

2. The owners—being 
(a) Partners (if a co-partnership) 
(b) Stockholders (if a corporation) 
(c) Taxpayers (if a municipality). 

3. The investor—including 

the holders of bonds, debentures, mortgages or other de- 

ferred or long-time obligations of the business—con- 
sidering such obligations as part of the capital invested 
in fixed property or working capital. 

The creditor. 

. The banker. 

. The attorney. 

. The insurer—including under this caption 
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(a) Sureties on fidelity bonds of officers and employees 
(b) Insurance companies liable for the value of physical 
property destroyed or damaged by fire, tornado or 
other causes. 
8. The prospective investor 
9. The promoter— 
or broker on whom devolves the sale of securities. 
10. The federal government— 
(Department of internal revenue) in relation to the | 
federal income tax. 
11. Federal and state commissions— 
being those bodies charged by the duly constituted | 
authorities with supervision or control of common 
carriers, public utilities, etc. 
12. The accountant. 


In beginning the preparation of this paper, I did not fully 
realize the numerous phases of the subject, any one of which 4 
would furnish grounds for an interesting discussion. In attempt- 
ing to discuss some of the many viewpoints of the rather numerous 
and sometimes widely divergent interests, it must be remembered 
that this article is intended to promote discussion rather than be 
considered as a conclusive argument. 
I have therefore endeavored to cover such of the principal 
matters as present themselves most forcibly, and submit same 
for your consideration and discussion. 


THE MANAGEMENT 


As to income— 

(a) The volume, nature and source of gross revenue, under | 
appropriate captions. 

(b) The cost of producing the revenue—with data as to 
proportionate cost of production, distribution, selling, 
administration, taxes, interest, etc. 

(c) Comparison of gross revenue, costs, expenses and net re- 
sults with preceding fiscal periods, and the reasons for 
important fluctuations. 

(d) Specific items of cost; so that there may be determined 
the most profitable lines, branches, or departments, to 
the end that capital and the property created by it may 
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be used to the best advantage and the maximum of 
efficiency be attained. 

(e) To what extent has the productive capacity of the plant 
been employed. 

(f) That all items, known or ascertainable, applicable either 
as revenue or expenses, are included in the results 
stated, and that the proceeds are properly accounted 
for without misappropriation, conversion or diversion. 


As to financial condition 

(g) That the balance sheet well and truly states the assets and 
liabilities of the business under such appropriate 
classification as will reflect the true condition. 


The proper classification of assets and liabilities is so largely 
a matter of the special line of industry that any attempt to state 
a general classification would be out of place at this time. It is 
safe to say that the classification should always be so full and 
complete that the fixed or permanent assets may be readily dis- 
tinguished from current or liquid assets, accrued, deferred and 
contingent assets. Similar attention should be given and some- 
what similar captions used to state liabilities, but with additional 
captions showing appropriated surplus in the form of reserves 
for various purposes. 


THE OWNER 


Speaking in general terms, the owner’s direct interest is in 
the payment of dividends or return on invested capital, but 
especially that any such payments are from revenue earned and 
realized. He is further concerned to know that (1) the property 
has been fully maintained; (2) that all accounts have been 
honestly and faithfully recorded without misappropriation or 
unauthorized conversion or diversion; (3) that the productive 
capacity has been employed to the largest extent compatible with 
profitable operations; (4) that the statements of income, profit 
and loss, and financial condition (together with detailed exhibits 
or schedules necessary) are clear and accurate and include all 
transactions, and (5) the disposition or application of the net 
income during the period and of the net assets at the beginning 
of such period. 
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THE INVESTOR 


That (1) the physical property pledged as security for mort- 
gages and funded debt has been fully maintained as to its physical 
condition aud is protected against loss by adequate insurance; 
(2) that sufficient reserves are provided out of revenue for the 
extinguishment of the debt; (3) that the net earnings are suffi- 
cient for the creation of such reserve as indicated in the preceding 
paragraph and for the prompt payment of interest when due, and 
(4) that unwarranted or excessive dividends are not paid, result- 
ing thereby in impairment of the security, or in deferring payment 
of interest and principal. 

The report which most appeals to the average investor is that 
which, eliminating technical terms as far as possible, briefly states 
results in plain yet comprehensive language. 


THE CREDITOR 


That (1) such assets are available as may be converted into 
cash prior to maturity of current liabilities and applied to the 
discharge of such liabilities, and (2) that the business is operated 
on such a basis as will produce returns which will enable the 
management promptly to meet maturing obligations. 

The standpoint of the creditor is very ably stated in a recent 
article on Credit by A. N. Hogg, credit manager of the Corn 
Exchange National Bank of Philadelphia, in which he says (in 
part): 


A concern may be honest in the ordinary acceptance of the term, and 
yet make a statement which, while not actually fraudulent, may be mis- 
leading enough to secure for that concern an unwarranted line of credit. 

* * * * . * * * 


In addition to the regular questions covering the various items of 
assets and liabilities, a statement form should also call for certain special 
information. We might list these special items in order, as follows: 

Amounts due by officers, stockholders or sales agents. 

Amounts due by subsidiary or controlled companies. (In the case of 
a firm this item should read “amounts due by members of firm.”’) 

Amount of assets pledged as collateral. 

_ In the liability column the amount of liabilities secured by collateral, 
— note, or otherwise, should be specified. 
ther information should also be obtained on the following points: 

Amount of contingent liability, either by accommodation indorsement, 
bills receivable outstanding, or any form of guarantee. 

Annual volume of sales. 

Losses by bad debts. 

Total amount of expenses. 

Net profit. 
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Annual dividends, or amount withdrawn by partners. 
Amount charged off for depreciation to plant and machinery. 
Are all bad or doubtful assets excluded from statement? 
Amount of fire insurance. 
Bank accounts. 
Are books audited? If so, by whom, and on what date? 

* * * * * * * * 


The practice of having statements certified to by a certified public 
accountant is rapidly growing in favor, especially among the better class 
of business concerns. Such statements help immensely in the attitude 
assumed towards the risk, for such certification indicates a disposition on 
the part of the borrower or purchaser to be fair and frank with the creditor 
as well as with himself. 

. * + *” * * * * 


The audit by reputable accountants is desirable. Such accountants will 
not countenance flagrant misrepresentations of value, and they will not 
indorse any estimates or methods which are not in accordance with a fair 
standard of ethics. Care, therefore, should be observed about statements 
audited by obscure accountants who might be tempted to overlook breaches 
of honesty, or might do so through ignorance. 

* * * * - a * a 

Finally, in forming an estimate of any risk, based on the financial 
exhibit, it is of primary importance to keep in mind, not only the quality 
of the risk based on the enterprise as a going concern, but the probable 
situation from a creditor’s standpoint, should the business at any time be 
wound up or liquidated. 


THE BANKER 


Ata recent meeting of the Association of Reserve City Bankers, 
L. F. Kiesewetter, vice-president of the Ohio National Bank 
of Columbus, Ohio, read a very interesting paper on Audited 
Staiements, in which he most ably discusses the interest of the 
banker in the accountant’s report. In this article, Mr. Kiesewetter 
says (in part): 


At the meeting in Cincinnati last year this association resolved unani- 
mously to favor, in the purchase of commercial paper on the open market, 
such concerns as furnish audited statements. 

* 6 + . ~ + * * 


When we speak of audited statements, we have reference to the prac- 
tice, common enough by now in this country to be very well known, of the 
furnishing by certified public accountants, or auditors, of reports over their 
signatures of the condition of the affairs of an individual or corpora- 
tion, as far as it (the condition) can be expressed in figures and in the 
form of a balance sheet; a certificate being appended explaining in more 
or less detail what the investigation has covered. If this is extended to a 
tabulation of revenues and expenses we have the element of time intro- 
duced, which adds to our ability to judge what the business under inspec- 
tion looks like at a given date, also the very important and supplemental 
fact as to whether, and what kind of, progress is being made. 

. . #£- 6 «© 2 Be 


I will now take up the detailed analysis of audited statements. It 
is not alone important, but positively necessary, that we analyze such 
reports and know how to do so; else they lose their value to us altogether ; 
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else how are we to determine so far as the statement shows, whether, 
upon maturity of the proposed paper, there is a reasonable certainty that 
the borrower will have funds with which to pay the obligation; whether, 
if unforeseen circumstances prevent payment at maturity, we can rely 
upon the ultimate settlement of the obligation. 

Assets are of two classes, quick and variable, or slow and permanent. 
While it is desirable to analyze both classes, the commercial banker’s 
interest centers more often, and rightly so, in ‘the quick assets; I believe 
it to be a good general rule for the commercial banker’s uidance that he 
confine his credit to any concern to an amount governed oy the extent to 
which it (the concern) can expand and contract without injury ; if he goes 
further than this he does himself and the concern harm. This is the object 
of his analysis of a statement, to determine within what limits the con- 
cern can comfortably enlarge or retrench. Any further credit than this 
is becoming a part of capital resources, and should be treated by other 
methods and in accordance with other facts and standards. 

Quick assets are: 

First—Cash on hand or in bank. 

These should be segregated. The cash drawer may contain items which 
would not circulate at par; cash in bank may be tied up by liens, or it may 
disappear a few days after the report through dividends or other special 
disbursements. It is useful to know whether the cash balance shown is 
normal or temporarily large in anticipation of giving a statement. 

Second—Notes, bills, accounts receivable. 

How do they compare with amounts shown on previous reports? Are 
they larger than customary in the applicant’s line of business? Do they 
indicate lax credit methods or poor collections? Are they all good, and 
of what maturity? Do any of them represent renewals or are they past 
due? Do they arise in the regular course of business or do they represent 
loans to officers, employees or others? Have they been taken in payment 
of capital stock or from partners? If so, they represent a decrease of capital. 
Notes or bills receivable particularly may mean slow paying customers 
and extended credit. Has sufficient allowance been made for bad debts? 
If the business is national in its scope, is the geographical distribution 
of the accounts good or is the bulk of them confined to territory where 
business is poor? Are advances to salesmen for expenses included? Are 
any of the notes or accounts in the hands of attorneys for collection? Do 
they, perhaps, represent balances due from branches or subsidiary and 
affiliated companies, being, therefore, investments? Are any accounts for 
rents included, for consignments, for shrinkage on merchandise, for extra 
allowances, rebates, etc., any charges to customers subject to completion 
of contracts? Have any accounts been sold to discount companies? 

This list of questions could be continued much further. 

Third—Merchandise. 

How soon can it be turned into cash or accounts receivable? Is the 
proportionate amount of it abnormally large, indicating overstock? Were 
the figures obtained by actual or by book inventory? If by the latter, is 
the system correct and is it faithfully followed? If by the former, did 
the method insure accuracy as to quantities? Was cost price used or mar- 
ket price? Was any profit included? Was clerical work in computing 
quantities or values done accurately? Does inventory include goods that 
are shop worn or out of date? Is any part pledged as security or subject 
to lien? Is merchandise located in one place or is it distributed in ware- 
houses, branch offices or sales agencies? Were consigned goods included 
by mistake or otherwise? Does the inventory include goods just received 
for which invoices have not yet been entered as accounts payable? 

From these few suggestions you can see how far reaching must be the 
investigation by the auditor and the analysis by the banker, to be of value. 
I think I have indicated enough to establish this point beyond question. 

Turning to the other side of the balance sheet we have a similar situa- 
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tion as with assets, namely, two classes of liabilities, the quick and the 
slow. Again the banker’s interest centers more largely in the quick 
liabilities, which represent usually the obligations of the concern to the 
public. Its slow liabilities are its obligations to its own shareholders or 
partners, or debts that are specifically secured, as in the case of bond 
issues. 

Quick liabilities are: 

First—Notes payable. 

How much is due to the applicant’s own bank or banks? How much 
for paper sold through brokers? How much consisted of notes in pay- 
ment for merchandise? Are bank loans used to discount merchandise 
bills? Does applicant depend upon banks permanently for working capital? 
Are lines of credit used to the limit or has the concern left a place open 
for emergencies? Are any notes payable to officers, stockholders, relatives, 
friends, partners? Are any of these specially secured by liens on assets? 
Have notes been given for purposes other than the regular business? 

Second—Accounts payable. 

What is the practice of the applicant regarding the entry of accounts 
payable on his books? Is this done promptly? Are any accounts past 
due? Are there any particularly large items in the notes or accounts which 
should be investigated? 

Third—Long time obligations, in the way of mortgages or bonds. 

These involve quick liability for interest. If they are of serial maturity, 
that part coming due shortly should be classed as quick. Does the mort- 
gage cover more than permanent assets? Does it cover after-acquired 
property? May it be a prior lien on all current assets? 

Fourth—Contingent liabilities. 

A very important matter. Are notes receivable discounted? Does the 
concern endorse for subsidiary or allied companies? Has it entered into 
any contract, such as for the purchase of additional equipment, supplies, 
real estate, or for the erection of new buildings? Is insurance to a suffi- 
cient amount kept in force? Is it assigned? 

Fifth—Profit and loss account. 

Here we get the measure of the ability and success of the management. 
Needless to say that it is an account which should be scrutinized very 
carefully. We find many concerns reluctant to furnish the needed figures, 
but the item is of such vital consequence in connection with assets and 
liabilities that the lender of credit should have the facts. Are all the 
credits properly classed as income? Do they perhaps represent sales of 
assets? Comparing debits with previous statement, are depreciation 
charges omitted or reduced so as to make a good showing in lean years? 
Has there been a change in the method of taking the inventory? Are 
repairs and maintenance costs capitalized? Is any large portion of the 
earnings due to a single, a big, or lucrative contract which may soon 
expire? ' 

Sixth—Ratio of quick assets to quick liabilities. 

An interesting figure which it is important to watch, which may, it is 
said by authorities, be lowest among jobbers, should be higher with re- 
tailers and highest in the case of manufacturers. 

Finally, the certificate of the auditor attached to the report with his 
comments. This should be read very carefully by the banker and every 
word considered. 

@:. + Ou @ 3447S Oe 

We, in this country, might do well to ponder over the English custom 
of having the shareholders of a corporation designate and employ the 
accountants who are to look after their interests, and who, by such appoint- 
ment, are officers of the company and can be held responsible as such. 
Directors can suppress an auditor’s findings; but a report to shareholders 
reaches those who are primarily interested. I believe this is very important. 

:_ . SS Se Se ee 
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What is equally important is that the accountant’s certificate should 
be more explicit, much more so; the items in the report should be ex- 
plained at greater length; I am thoroughly of the opinion that certificates 
usually are inadequate and liable to be considered of greater value than 
they, as a matter of fact, possess. 

7 - a” * * * * 


To recapitulate, what are our conclusions: 

First—Auditing attempts to summarize in figures the condition of any 
business as a basis for determining net worth, but does so only 
approximately. 

nd—Tendency in modern banking, sustained by rulings under the 
new banking law by the federal reserve board, is to require reports of 
condition and collateral information from borrowers. It is believed by 
many that independent persons, who are experienced and skillfxl in 
accounting and are honest and fearless in their methods, furnish more 
desirable information to the lender than would be obtained if supplied by 
the borrower himself. 

Third—Audits represent conditions at a given date only, and at best 
are only estimates. 

Fourth—Positively necessary for banker carefully to analyze state- 
ments, which is demonstrated by suggesting some of the questions which 
should be asked about them. 

Fifth—Certificates attached to audited statements by accountants should 
be much more explicit and complete. 

Sixth—Auditor cannot be held responsible for his representations, but 
only for use of skill, experience, good faith and honesty in his work; he 
is more than a bookkeeper, but is not a guarantor. 

Seventh—This point of view, of an auditor’s responsibility, is occasioned 
by the difficulties encountered in determining what is price, what is value, 
and the accuracy with which the assets and liabilities of a business have 
been estimated in either or both. 

Eighth—Opinions of those who have observed the business history of 
many thousands of this country’s most important concerns, which are, that, 
while audits are desirable, they do not at all prevent failures—they bring 
to light bad conditions quicker, they need able, honest and fearless men 
to make them, and at that they are not a cure-all. 

Finally, therefore, as one of my friends, who is an accountant, well 
states: “Credit is founded on three essential things, the borrower’s char- 
acter, his business capacity, his capital. The last item, we learn from the 
analysis of his statement ; it may throw some light on the other two factors. 

* ee a e '" es 


If we clearly understand how much they mean, audited statements will 
assist all of us very materially. 


THE ATTORNEY 


In matters appertaining to receivership, bankruptcy, executor- 
ship and the like, as well as to accounts in litigation, the attorney 
—as well as the court— is interested in accurate reports, stating 
all information which has any bearing on the matter at issue. In 
matters of this kind, the accountant must remember that his find- 
ings must be such as may be maintained or corroborated in 
accordance with the rules of evidence. 
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THE INSURER 


The surety on fidelity bonds is interested in the audit to the 
extent of knowing that the accounts of all officers or employees 
covered by such guaranty are accurately stated, and that no mis- 
appropriation or diversion exists which would result in legitimate 
claim on the surety. 

The insurer or guarantor against loss by fire, tornado or 
other destruction of physical property is interested to the extent 
of knowing that the accounts and records are so kept that the 
then value of plant, buildings, equipment, merchandise, etc., may 
be accurately determined in event of such loss as would result in 
claims against the insurer. Further interest is involved in the 
so-called moral hazard, which, as a general thing, is created 
through undue losses from operation or realization—ultimately 
resulting in insolvency. It may be stated as a general rule that, 
if a business is prosperous, there is no inducement to sell out to 
the insurance companies, 


THE PROSPECTIVE INVESTOR 


Under this caption may be included such persons as have 
under consideration investment of capital, in any form, in the 
enterprise. Such persons require definite and exact information 
as to (1) financial condition at the present time as compared with 
prior dates; (2) comparative gross revenue, cost and expenses 
of operation, net revenues and all charges against same, such data 
being stated for a period long enough to determine the stability 
of the business (such stability may not be determined so much 
by averages as by the study of results for a successive period of 
years); (3) disposition of the net profits, and (4) the business 
ability, financial standing, integrity and general character of the 
management. The prospective investor is interested perhaps even 
more than the banker, for the banker’s interest is, as a rule, more 
of a temporary nature than that involving a permanent investment 
which is usually converted either into property assets or fixed 
working capital. 


THE PROMOTER 


This title is not meant to apply to the irresponsible or un- 
authorized persons who have so largely brought the term into dis- 
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repute, but is intended as a reference to the reputable broker, 
agent, or salesman who in good faith undertakes to act as an 
intermediary between the investor seeking legitimate application 
of available funds and the business or enterprise seeking new or 
increased capital for creation of or additions to legitimate fields of 
industry. Such a promoter to continue in business must consider 
safety first; the integrity of the investment of his ciients’ funds 
must be of more importance to him than his immediate personal 
profit. 

His interest in the accountant’s report is that it shall be com- 
plete and accurate in all particulars, and, within the greatest pos- 
sible limits, conservatively state results and conditions. Reason- 
able and conservative statements should naturally contain fair and 
proper provision for depreciation, either by waste or obsolescence, 
as well as all other contingencies, but not to the point of extreme 
pessimism. The accountant must be neither optimist nor pessi- 
mist ; he must be fair, just and reasonable, and, to the utmost of his 
ability, steer a middle course between the extremes. There are, 
unfortunately, some recent instances where investments have re- 
sulted in heavy losses through failure to state contingent liabilities 
as well as by over-valuation of assets and understatement of 
liabilities. On the other hand, the capitalist has sometimes lost 
the opportunity for an excellent investment through extreme 
pessimism or excess of caution on the part of the auditor. 


THE FEDERAL GOVERNMENT 


The interest of the internal revenue department of the federal 
government—in connection with the federal income tax—is 
apparent. 

The officers of this department have announced their intention 
of examining the accounts and records of many corporations and 
individuals, but it is reported that some of the officers of the 
treasury department have said that returns filed with the depart- 
ment, corroborated by the certificate of reputable accountants, 
would probably be accepted without question unless there were 
reasonable grounds for belief or specific evidence of misrepre- 
sentation or fraud. 


FEDERAL AND STATE COMMISSIONS 


The several federal and state commissions, charged with the 
supervision or control of common carriers, public utilities and the 
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like, are interested in the accountant’s report in so far as such 
report either corroborates or is in conflict with the reports filed 
by such companies with the commissions as required by statutes 
relating thereto. 


THE ACCOUNTANT 


The interest of the accountant in his reports is a subject which 
might well receive exhaustive and serious consideration and 
discussion. All that may be said on the subject must finally be 
condensed, in the last analysis, into a single word—reputation. 
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Depreciation Formula of the American Society 
of Civil Engineers 


By JoHN BAUER 


The valuation committee of the American Society of Civil 
Engineers in a report some time ago offered a supposedly new 
formula or method for measuring plant depreciation. _ Briefly 
stated, the method is as follows: The depreciation allowance 
for the first year is the same as the gross equal annual allowance 
in the sinking fund plan; this in any case is an amount which, if 
paid at the close of each year into a sinking fund, together with 
the compound interest accruals, will have, at the end of the as- 
sumed life of the plant, an accumulated value equal to the original 
investment.? Then, the depreciation allowance for the second year 
is equal to that of the first, plus a year’s interest on the amount; 
the third is equal to the second, plus a year’s interest, etc. Or, 
stated in another way,’ if D is the depreciation for the first year 
and i the rate of interest, then the depreciation for the second year 
is D(1+i) ; the third, D(1+i) (1+), etc. The amount each year 
through the life of the plant would be: First year D, second 
D(1+i), third D(1+i)?, and nth D(1+i)"". This procedure is 
called the equal annual payment method—just why this title does 
not appear very clearly. 

Ideally, I believe, this method proceeds according to correct 
principles of valuation, but it cannot be given the distinction of 
being new. It is merely a restatement of the sinking fund for- 
mula in different terms, which do not appear directly in the usual 
statement and can be more readily applied without danger of con- 
fusion when no actual sinking fund is maintained. But the de- 
preciation allowance each year equals exactly the net depreciation 
when a regular sinking fund is kept according to the standard 
formula. This fact has been overlooked because of the usually 

1See Engineering News, Jan. 29, 191 


4 
* Let the original investment be represented by P, the rate of interest by i, and the 
life of the plant n years. Then the annual sinking fund allowance is 
Pp - 





1+G@Fi+ G+)? + --- G+ier ~1—-GFI 
The denominator in the first statement is the accumulated value of a dollar a year 
for n years with compound interest. 


* This form of statement is the present writer’s. 
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incorrect depreciation accounting when a sinking fund is pro- 
vided. With correct accounting, the sinking fund accumulation 
corresponds exactly with the assumed decline in plant value; 
thus the balance of net plant value plus the value of the sinking 
fund is always equal to the original investment; the annual 
gross payment to the sinking fund plus the interest accumu- 
lation for the year measures the net decline in plant value; the 
total credit to reserve for depreciation should be equal to the 
total debit to sinking fund. The first sinking fund payment, at 
the close of the first year of the plant, is D; the addition to the 
fund the second year is obviously D+-Di or D(1+i) ; the third, 
D+i [D+D(1+i)] or D(1+i)*; the nth, D(1+i)*"*. Thus in 
any year the net addition to the sinking fund, also the credit to 
depreciation reserve and debit to income, is equal to the gross pay- 
ment plus interest on the fund at the beginning of the year; but 
this is equivalent to the net addition the year before multiplied by 
(1+i). But the above is the rate at which property is to be writ- 
ten down according to the proposal of the American Society of 
Civil Engineers in the equal annual payment method. 

If, as properly should be done, the net addition to the sinking 
fund is covered by the net credit to reserve for depreciation, the 
new method is really the old sinking fund plan, which ideally 
should be used whether an actual sinking fund is kept or not. 
Suppose a sinking fund is kept and for a given year the net addi- 
tion is $1,000; then the correct book entries in complete form 
would be reserve for depreciation credited $1,000, and profit and 
loss debited the same ; then cash credited $1,000 and sinking fund 
debited the same. But, if no special sinking fund is kept, depre- 
ciation obviously continues accruing just as before, and the en- 
tries would be simply reserve for depreciation credited and profit 
and loss debited $1,000. In this case cash has been reserved as 
before, but has not been set aside in a special fund, and may be 
used freely for any purpose of the business. Evidently the pro- 
vision for actual depreciation should be the same in either case. 

It is an accounting error, when a sinking fund is kept, to credit 
reserve for depreciation and charge profit and loss only with the 
gross equal annual allowance; the interest accrual should be 
debited to sinking fund and credited to profit and loss, and the 
same amount in turn should be charged to profit and loss and 
credited to reserve for depreciation. In this way the charge to 
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profit and loss, the credit to reserve for depreciation and the 
debit to sinking fund are all of the same amount. The point that 
is usually overlooked is, there are really two accounting 
couples when a sinking fund is kept: (1) reserve for deprecia- 
tion credited and profit and loss debited, (2) cash credited and 
sinking fund debited. When this point is clear, the sinking fund 
formula and the so-called equal annual payment plan obviously 
amount to the same thing.* When no sinking fund is kept the 
second couple of entries is omitted, and we have simply reserve 
for depreciation credited and profit and loss debited. 

Another important point should be considered in this connec- 
tion. The sinking fund method or the proposed “new” plan is 
equivalent or analogous to the generally accepted method of 
amortizing bond premiums. A premium is due to the fact that a 
bond bears a nominal rate of interest greater than the market 
rate. If the two rates were the same, the bond would be at par; 
but if the nominal rate is greater, then the bond will bear during 
its life a certain annual sum of interest returns greater than it 
would if the two rates were equal, and the bond is then above par. 
The premium in any case is equal to the excess future interest 
returns during the life of the bond, each discounted to the present 
at the market rate of interest. As time passes the number of 
excess interest returns decreases and the value of the premium 
declines. At any time, however, its value always equals the future 
excess interest returns of the bond, each discounted to the present. 

The decline in the premium during a year or period is the 
amount of amortization. Let P be the premium, I the excess an- 
nual interest payment, i the market rate of interest and n the 
number of years in the life of the bond. Then, at present 

I = I I 
at Gayt tT iaySt app 
In a year from now the series giving the value of P will be the 
same as for P, except that it will have one less term; it will be 

SAS ERIS oe 
(1+i) (1+)? (1--1)?* Gate? 
Evidently, since the two series are the same except that the last 
term in (1) does not appear in (2), the difference between P, and 


*This point is clearer if it be assumed that the interest accrued is first into general 
cash and is subsequentiy transferred to the sinking fund. = 
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; I 

P, is ————— which, therefore, gives the amount of the amortiza- 
* (+4i)3, ” 

tion for the first year. Likewise it may be shown that the 


amortization for the second year is for the third, 


Put oe 
(i), 








: — for the next to the last, —- and for the bil at 
(1+i)™2, (1+i)’, (1+1). 

It should be observed that the amortization for the second 
year equals that of the first multiplied by (1++i) ; the third equals 
the second multiplied by (1++i), etc. For any given year after 
the first the amortization may be derived by multiplying the 
amount of the preceding year by (1+-i). But, in general, that is 
precisely the procedure in calculating the net depreciation allow- 
ance by the sinking fund or the equal annual payment method. 
Consequently, the principle of bond amortization will be found 
to correspond exactly with the sinking fund method of calculating 
depreciation, if it can be shown that the first amortization allow- 
ance is a sum which, if paid annually into a sinking fund to accu- 
mulate at compound interest, when the bond matures will have a 
value equal to the original premium. And this can be readily 
shown. 

Suppose we take plant worth P, with an expected lifetime n 
years. Then, according to the sinking fund formula, the first 
year’s depreciation allowance is P divided by the accumulated 
value of $1 a year for n years, or 


=— P = aS 
1+ (+i) + (+i)*+ - 404i)" ~ Gp 


Then, as already explained 


D =D, (14-4 or Ss 





1 





(1+i)"—1 

; Pi(1-+-i)* 
D, = : etc. 
, == D,(1+i)* or Gai*—1 tc 


Now the above statement is equivalent to the bond amortization 
series. This can be clearly shown if I, the annual excess interest 
returns, be expressed in terms of P, the premium, and i, the mar- 
ket rate of interest. We have already seen that 
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p=—t_ +1 _+--4—F +t 

(1+i) © (1+4i)? (1+i)=* "(141)" 
Summarizing the series giving the value of P, and then working 
for the value of I, we have 


_ _ Pi(i+i)* 

(1+i)"—1 
We have already seen that the amortization for the first year is 
I divided by (1+i)*, for the second I divided by (1+i)*”, etc. 


Now, substituting the value of I in terms of P and i, we have the 
following amortization series : 
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Obviously this series of A’s, the annual amortization of the 
premium during the life of the bond, is derived exactly like the 
series of D’s, the annual depreciation during the life of the plant. 
In each case, the amortization or depreciation is expressed in 
terms of P, the initial value, and i, the market rate of interest. 
In either case the allowance for the first year is a sum which, if 
paid annually into a sinking fund to accumulate at compound 
interest, would at the close of the given or assumed number of 
years have a value equal to the original value P. Then, take the 
first amortization or depreciation allowance as the measure of the 
annual contribution to a sinking fund, the accumulated value in 
n years is equal to the annual payment, multiplied by the accumu- 
lated value of $1 a year for n years, or 


Pi ‘Ses eee . 
eat (14i)™ + (14i)-* 4---+4 (141) 41 ) or 
Pi (ee )-p 
(1+i)"—1 i 
Evidently, then, the sinking fund formula, or the equal annual 


payment method of allowing for depreciation, and the generally 
accepted method of amortizing bond premiums proceed upon the 
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same principle. In either case, the first depreciation or amortiza- 
tion is a sum which, if annually paid into a sinking fund to accu- 
mulate interest for n years, will amount at the end of the period 
to the original plant or premium value. Again, in either case any 
year’s depreciation or amortization after the first is equal to that 
of the preceding year multiplied by (1-++i); this measures the 
decline in the plant or premium value during the year. 

Because of the parallelism of the methods, it is interesting to 
observe further just what fundamental principles are involved. 
In the case of the bond premium, it is clear enough that at any 
point the remaining value is equal to the remaining excess interest 
returns, each discounted at the market rate of interest. The 
amortization any year equals, of course, the decline in value dur- 
ing the year ; but that may be expressed as explained above. The 
same thing fundamentally appears true in the case of plant. Its 
value really is due not to cost, but to expected returns; you paid 
what it cost because of the returns you expect to realize ; normally, 
you expect to get back what it cost, plus interest on your invest- 
ment, plus reasonable pay for your own services. Really, then, the 
cost is equivalent, roughly, to the expected future returns from 
the plant, discounted at the market rate of interest. 

Ideally, then, the remaining value of plant at any time is the 
discounted value of its returns during the rest of its expected 
life, and the sinking fund or equal annual payment method of 
allowing for depreciation proceeds exactly along this idea, al- 
though it is not directly so expressed as in the case of amortization 
of bond premium. The method is logical in principle; the diffi- 
culty is, the life of the plant cannot be so definitely determined as 
the life of a bond, and the returns to be obtained are much more 
uncertain than the excess’ interest payments due from a bond. 
Yet, in general, it is true that at any time the value of plant is 
determined by what may be gotten out of it in the future, so as 
to allow the market rate of interest upon the valuation. The sink- 
ing fund method, then, contemplates that when new plant is in- 
stalled it will live a certain number of years, that during its life- 
time it will turn out product of equal annual value, and that the 
total returns will represent compound interest (at the market 
rate) upon cost. For the most part these assumptions can be 
made with fair certainty. The life of property can be estimated 
with reasonable accuracy. In the case of a bond, the interest 
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payment is, of course, always the same through the life of the bond, 
but in the case of plant presumably the annual return declines 
somewhat in the later life, but usually not more than about 30 per 
cent. below the earlier annual amount. When the return falls 
below 70 per cent. of the earlier earnings the plant usually should 
be scrapped. For the most part, however, the assumption is fair 
and practically works out satisfactorily, that the net annual return 
continues the same through the life of the plant. 

The principal objection raised against the sinking fund or the 
equal annual payment method of allowing for depreciation is that 
the depreciation charge is least in the early years of the plant 
when the value is the greatest, and increases with time and is 
greatest when the value of the plant is least. This objection, it 
seems to me, is a fanciful one. Why not make the same objection 
against the accepted method of premium amortization? Does not 
the amortization increase year by year, while the value of the 
premium decreases? Yet the objection is not raised against bond 
amortization, because the method clearly follows correct principles 
of finance. The premium at any time represents the investment 
value of the future excess interest payments—the-future returns 
discounted at the market rate of interest. Upon this value the 
future returns will, of course, just bring the ordinary market 
rate of interest. This is obviously a logical procedure. But we 
have the same situation in the case of plant; its value any time 
should be such that its future returns will represent the market 
rate of interest. If, then, annual returns are equal or approxi- 
mately so, the sinking fund or equal annual payment method, with 
increasing depreciation from year to year, provides properly for 
the decline in plant value. But, if the annual return actually de- 
creases somewhat with time, then the value decreases at a faster 
rate and the depreciation increases all the more from year to year. 
The objection stated above is no objection at all. The method 
deals with facts from correct principles of finance. 

In closing, it may be worth while to point out that the equal 
annual payment method of depreciation corresponds also with 
accepted practice in the amortization of franchises. If a sinking 
fund is kept the franchise value declines exactly as the sinking 
fund increases ; the amortization for any year is the decline in the 
franchise value and is covered by the increase in the sinking fund. 
But, if a sinking fund is not kept, the same amortization should 
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be provided for, and the value at any time should be the same in 
either case. The franchise value really represents the present 
worth of an equal annual payment through the life of the special 
right. The value at any time, then, is the discounted value of the 
remaining equal annual payments. This method of valuation re- 
sults in providing for depreciation by the equal annual payment 
method. 

After all, there is no fundamental difference between bond or 
franchise values on the one hand and plant values on the other. 
Fundamentally, as suggested repeatedly in this discussion, the 
straight commercial value of anything is equal to future returns 
discounted at the market rate of interest. If that be true, and if 
the annual net returns of plant are approximately the same through 
its working life, the sinking fund or equal payment method seems 
to be the correct method of allowing for depreciation. It follows 
the same principle that is involved in bond amortization. If we 
admit that in the latter accepted procedure is correct, we must 
admit that the sinking fund method of determining plant depre- 
ciation is correct—unless we assume that bond and franchise 
values are determined fundamentally by altogether different fac- 
tors (not merely more definite ones) than are plant values. 
Whether practically it is more desirable to follow the sinking 
fund or equal annual payment method than the straight line 
method is, of course, an altogether different matter. Finally 
the sinking fund method undoubtedly follows correct principles 
of valuation, but practically the straight line method is simpler of 
application and ordinarily, except when very large individual 
units of property are involved, will give satisfactory enough re- 
sults. The important consideration, after all, in these provisions 
for depreciation is that the property be reasonably maintained out 
of the gross returns from the business. 
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Defalcations 


By L. U. Crawrorp, C.P.A. 


It is unfortunately true that our county and city governments 
are not yet awake to the benefits of accounting and for the most 
part call on accountants only when a defalcation is suspected or 
is known to exist. However, the call for such service is greater 
than many people realize. It of necessity falls to the lot of the 
accountant to serve the public, and the man who is called upon in 
a case of defalcation should possess in the highest degree tact, 
integrity and accounting ability. 

A defalcation is defined as an abstraction of money by an 
officer or agent having it in trust, and a defaulter as one who 
fails to account for money entrusted to his care. 

A definition more closely approaching the legal phases of a 
defalcation would be: The conversion to one’s own benefit, with 
fraudulent intent, of moneys or properties of another held in trust. 

Let us make a little study of the defaulter, the defendant. He 
is generally a pleasant fellow, a man with many friends and often 
a man whom you feel hardly justified in suspecting. It is seldom 
that he is well balanced; otherwise he would not be a defaulter. 
Such men may be placed in two classes—first, the weaklings who 
fall under the pressure of fancied necessity; second, the egotists 
who, being dishonest at heart, feel themselves able to escape 
detection. 

Men of the first class usually begin by taking from the cash 
drawer an advance against salary, hoping to repay it and to avoid 
the trouble of going through a proper process to secure funds 
which appear to be needed. However, necessity, fancied or real, 
is a hard driver, and once having been satisfied by the wrongful 
appropriation of funds multiplies to many fold and presses its 
demands with an insistence not to be denied by its weak victim. 
The failure to make good a misappropriation demands conceal- 
ment and, once concealment is employed, it is rare that the victim 
escapes the toils. In his fear, get-rich-quick schemes appeal to 
this man and, like the victim of a quagmire, his struggles sink him 
deeper until discovery is inevitable. Such a man usually welcomes 
detection. 
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I recall the case of a man commanding the confidence of his 
community and thought to be above question. The suspicion of 
the accountant was aroused when it appeared that cash had been 
paid for interest-bearing certificates instead of payments being 
made by cheque, and further when it appeared that the redeemed 
certificates had been destroyed. The books were in perfect balance 
and cash appeared to be intact. A test of the interest account 
showed that interest was being paid on nearly double the amount 
of certificates shown by the books to be outstanding. A call for 
the coupons paid and the cheques issued in payment caused this 
man to state that he was $22,500 short in his accounts. 

He told his story of how the first money was taken to buy real 
estate which appeared salable quickly at a profit, and how this 
resulted in tying up the funds; how he then invested in a public 
utility and at one time could have sold out with enough to make 
good; how the sale was blocked by others interested and how 
through lack of funds to fight competition and to secure necessary 
franchise rights this investment dwindled to nothing. He then 
invested in mining property and had built up his hopes only to 
have them blasted by the examination. This man was glad it was 
over. 

In the second class is the man who is reckless of the law and 
of the property rights of others. Money is a temptation to him; 
he schemes how he can take and how he can cover his tracks. He 
takes and covers up and apparently never realizes that he can 
reach the end of his rope. He will not confess, neither will he 
cease to deny and to deceive. 

I have in mind a big, bluff, hearty man with a lot of the 
stanchest of friends—a man who had been reélected to his office 
with the highest vote on the ticket—a man whose friends aided in 
trying to defeat the ends of justice. 

This man was absolutely convinced that human intelligence 
could not cope with his “smoothness.” He came to trial denying 
a shortage and claiming that if one existed the clerks in his office 
were responsible. He erased and changed books after the ex- 
amination and tried to build up a defense upon that basis. Even 
after being forced to admit his own handwriting in case after case 
where default had occurred, and after being forced to admit the 
making of a yearly settlement wherein all deficits were concealed 
by false entries made by him, this man stuck to his contention. 
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Though convicted in ouster proceedings, this man’s influence 
saved him from criminal prosecution. 

In my experience all defaulters are improvident. In only two 
instances have I found men of this kind with property. In one 
there was enough amply to cover the deficit, and in the other 
bondsmen had to make good more than half the shortage. It is 
not often that an explanation can be found of the disposition of 
the funds stolen. Friends of the defendant generally put this ques- 
tion to you: “He has no money. If he took the money what did 
he do with it?” Bucket-shop records sometimes would explain 
if the accountant had access to them. 

Some have asked why crimes are not more often successfully 
concealed—why it is that a man, after the most careful planning, 
fails to provide against the little things that lead to his undoing. 
The answer is that crime is a violation of the eternal fitness of 
things. There runs an endless chain of circumstances leading to 
expected events. The usual attracts no attention; we pass it with 
a remark that it is natural. It is the unexpected, the thing which 
does not fit into the circumstantial chain, that arrests our mind 
and of itself demands an explanation. Crime is not natural and 
cannot be made to fit in with those things which are natural. No 
man has lived capable of perfecting a chain of circumstances to 
explain or to cover his misdeed. True, crimes have gone unde- 
tected and criminals unpunished, but that is because fallible minds 
have overlooked the tracks left by the criminal. 

In the case of the man who burned the certificates, to escape 
probable question had interest been paid in cash, he placed on 
record by using cheques absolute evidence of his guilt. A man 
who marked tax receipts “void” or “duplicate,” or issued them 
out of the back of discarded books, placed the receipts in the hands 
of the tax-payer, and the evidence was in the handwriting of the 
guilty man. The tax rolls were marked to escape the certainty of 
investigation had the tax appeared delinquent, but to cover the 
deficit between the tax charged and the tax collected, false 
entries were made, each of which was damning as to both the 
perpetrator and the intent. 

A peculiarity of the man who falsifies his books to conceal a 
defalcation is that almost invariably, once he has found a plan, he 
sticks to it consistently. This being true, the discovery and work- 
ing out of one item often gives one a clue to the entire tangle. 
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This is more often the case with an accurate bookkeeper than 
with an ignorant, slovenly or incompetent one. 

The accountant must, therefore, have a thorough grasp upon 
the details of the accounts and the principles involved in their 
keeping. The least break in the chain of circumstances must be 
investigated. It is often the seemingly unimportant item that 
develops the entire solution. The accountant must see and must 
know when he sees such an item. 

This naturally leads to a consideration of the accountant. Man 
is born to a purpose and as he finds or fails to find that purpose 
does he reach or fail to reach his highest efficiency. An 
accountant is not altogether a manufactured product. He must 
have education and technical training, he must have experience 
and a knowledge of affairs and business ; but back of it all is that 
upon which all is builded, namely, natural endowment. There 
must be a mind keenly analytical, alert to grasp the facts and to 
co-ordinate them, the power of deductive reasoning and a tact 
capable of coping with circumstances and of dealing with men 
under the most adverse conditions. Of course, practical work and 
education will make an accountant, but the man who is ambitious 
enough to build upon a foundation of natural aptitude will suc- 
ceed in a greater measure. 

Emerson said: “Each man has an aptitude born with him to 
do easily some feat impossible to any other.” 

In dealing with clients, an accountant must assume an inquir- 
ing mind. He must not annoy his client with suspicion, and 
as a rule should not voice what is in his mind until he has demon- 
strated the truth to his own satisfaction. In private work the 
accountant should not seek to go further than to state plainly his 
findings in his written report. He should at all times remain 
cool, unbiased and, so far as the outside world is concerned, 
silent. He should offer friendly aid and advice to his client, yet 
must never let it seem possible that a suggestion might be given 
for coloring his report. If these things are borne in mind, the 
chance of disagreement with clients is, in private practice, quite 
remote. 

In public work there is a vast difference. Often officials are 
forced by the public demand to employ an accountant. They do 
not want him and only suffer him because of a wish to curry 
public favor. In some cases they have friends to be protected 
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and, if they can double-cross the accountant and make his work 
of no effect, without getting themselves into the lime-light, they 
will do so. In such cases an attitude of friendliness is essential, 
but the attitude is sufficient. 

In the matter of information, get all you can and give nothing. 
Store away all things you ascertain: believe only what you can 
yourself demonstrate. From many sources evidence is obtained ; 
papers thought to have been destroyed are brought to light, and 
information as to the destruction of papers is secured. On the 
other hand, floods of rumor will come to your ears. A show of 
interest is at all times proper. The man whe brings news is often 
a seeker after news. 

A mass of collateral information can at times be made very 
useful. Well considered questions along certain lines, though they 
may not develop information, have been known to cause the dry- 
ing up of a fountain head of criticism. Besides, as matters 
develop in the course of investigation, the surrounding circum- 
stances are more easily understood, if one has at hand a large 
amount of general information. 

In public work silence is golden until the report is filed. Then, 
in order to accomplish things, publicity is at times a requisite. In 
other words, the accountant on public work, while employed by 
representatives of the people, has a larger responsibility to the 
general public than to its representatives. He will find, too, that 
the general public is often, because of heedlessness and lack of 
organization, the most impotent thing in the world. This being 
the case, an accountant, if his work is honestly done, will in some 
communities be lonesome. Yet efficient work, absolute fairness, 
the will-power to force things to an issue, and the ability to secure 
results will make him at least a necessary evil whatever may be 
the real desires of the men who have his employment in hand. 


DEALING WITH DEFALCATIONS. 


When you find a suspicious item, do not jump at the conclu- 
sion that it means crookedness. Mistakes and false entries are 
often distinguished only by the connected facts. If a man is a 
defaulter, the things you may say will not be news. An indiscre- 
tion may rob you of much advantage, gaining open opposition and 
criticism if you are in the least at fault and putting him on guard 
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if you are right. Sometimes precipitate action results in the 
destruction of important evidence. Where possible make your 
investigations, secure your papers and records and gather your 
evidence without calling matters to an issue. Even when satisfied 
as to one item, keep working and say nothing. Find out how 
many other items are wrong, and whether your deductions as to 
the first are borne out by the facts connected with the other items. 
After you have built your case and secured your evidence you 
are in position to ask explanations and to know at once whether 
“the explanation explains.” 

Here is a good place for a word of caution. There is a most 
important distinction between a shortage and an embezzlement. 
The books may show a shortage, yet demand for payment may be 
met with cash and with a well supported claim of no intent to 
default in payment or fraudulently to convert the money. 

This recalls a case when a state examiner found the books of a 
building and loan association in balance with cash in the hands of 
the treasurer as shown by the books. The last money, some 
$1,300, had been turned over the day before. It appeared that 
two nights before a regular monthly meeting had been held, and 
that it was customary to collect the dues at such meetings. Ques- 
tioning developed the fact that the $1,300 had been collected and 
turned over to the treasurer but there was no charge to the secre- 
tary. The secretary dealt in real estate mortgages and had used 
the money of the association a few days before to buy a real estate 
loan. He said he would replace the money at once. There was 
no intention whatever of converting the money, for this man was 
wealthy. The examiner said the money should be replaced at 
once, but in any event he would report what he had found. 

Forget the word embezzlement and omit the word defalcation 
from your report. Carefully base what you are going to say upon 
a showing of the books. It is the wise plan to tell a man there 
is some trouble with his books, that they show a discrepancy, and 
that you want his help to straighten things out, rather than to tell 
him that he is short in his accounts. While it is possible that no 
accountant at all times has avoided making the direct charge of 
embezzlement, falsification of records or forgery, yet the proper 
guarding of such expressions is a sure preventive of proceedings 
for libel. It is a safe rule to say less than can be proven, and you 
can then rest assured that the guilty person will be pleased to let 
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well enough alone. The accountant may be forced to act as a 
witness, but it is not his duty to act as prosecutor. 

When you have thoroughly digested your case, you are in 
position to talk it over with the defendant and should do so before 
completing your report. Call him in quietly and ask him to assist 
you in regard to some items which are not clear. Take the plainest 
case and go into the records fully, asking for an explanation. You 
will know it is crooked by this time, and the man involved will 
know it without your information. You can fairly judge by his 
actions how badly a man is involved. Lead him to do the talking, 
taking notes where needed and asking questions that will force 
him to face the issue. Keep in mind that he must do the ex- 
plaining, and bring it home to him. If he persists in trying to 
evade, go to other cases, bearing down harder each time, and then 
go back to the first with a suggestion that he has not yet ex- 
plained. It will not be long before a defendant sees that he cannot 
explain and that he is getting in deeper each time he opens his 
mouth. When this point is reached the truth is not far away. 

Your egotist, however, will not surrender, and it is for you 
to determine whether to call in your clients or not. This is gen- 
erally best, as you will want witnesses to further proceedings. 
Then go straight to the werst offense you have found. Tell your 
story clearly and in plain language, laying down your evidence 
at each step. Go right on with item after item and connect each 
with your history. Tell the story of your interview, reading from 
notes where necessary, pointing out from the records and evidence 
wherein the statements made to you are false and wherein they 
fail to agree. 

If you have done your work well only a madman can with- 
stand such a course. If you have not done your work well and 
are not on certain ground, you have probably started trouble a 
little sooner than had you kept silence. 

In all this there is really no need of making an enemy even 
of a defaulter. You need not tell him he is a thief—he knows 
it. You have no reason to tell him about his criminal actions— 
he knows more about them than you will ever discover. Point 
out the facts as they are of record and as you have been able to 
uncover them with your evidence. The books disclose a shortage ; 
defendant has failed to explain; certain records or entries made 
by defendant do not agree with the facts; their effect is to cover 
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up the amount of cash known to be short. Show that certain 
receipts of money were not entered on the books; that the payer 
states he made payment to the defendant ; that you hold a receipt 
in the handwriting of defendant for the amount in question ; that 
the money has never been in any way accounted for by defendant. 

Much depends, in a case of defalcation, upon a properly pre- 
pared report. There are two essentials to be kept in mind—first, 
that cash has been taken; second, that the accounts have been 
made to show a false condition. 

It is usually possible to set up a cash statement demonstrating 
the shortage of cash. To support such a showing there should be 
an accounting as to properties and revenues. In case of an under- 
statement of cash receipts, a statement of assets showing the 
diminution thereof by the items appropriated serves to corrobo- 
rate the cash showing. In case of an overstatement of disburse- 
ments, a showing of liabilities accrued and accruing will neces- 
sarily exclude the false items and thereby support the cash 
showing. 

Where it is possible, each and every item of the defalcation 
should be clearly set out, giving full detail and reference to every 
entry, record and fact in connection. If handwriting can be 
proven, give opinion as who made the entries. Demonstrate the 
reasons for considering the entry false, and give the effect of the 
entry. Of course, in cases where cash is taken from the drawer 
without reference to the amount of items received, the entries used 
in covering up are made a determining factor. 

In a certain case all the items, amounting to over $4,000, were 
set out fully, except an amount of $290.00. Defendant’s counsel, 
after much elaboration regarding the items set out by the ac- 
countant, ended with a demand for an explanation as to the nature 
of this $290.00. The accountant explained that $290.00 of cash 
was missing, and that when an accounting was made of the assets 
a deficit of a like amount appeared. It was explained further 
that deductions had been made from the totals of receipts for 
various days without explanation ; that, while some of these had 
been explained, an amount much larger than $290.00 had not been 
explained ; that the accountant charged only the $290.00 which 
the settlements corroborated, giving defendant the benefit of the 
doubt as to the balance of the unexplained deductions. This item 
was not contested further. 
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Remember that embezzlement, so far as the law is concerned, 
is a matter of intent. For that reason embezzlement often escapes 
punishment. To some persons the taking of money is proof con- 
clusive, but a court in its instructions to a jury makes the matter 
of intent paramount. I have in mind a case where a county 
treasurer upon the showing of an accountant was forced to pay 
enough to make good the amount of his defalcation. An indict- 
ment followed, and although it was shown on trial that this 
amount was covered by false entries and by raised county war- 
rants, the jury because of the fact that payment had been made 
returned a verdict of not guilty. While this was so exceptional 
as to cause the judge to say afterward that it was not his verdict, 
yet the case serves to illustrate my point. However, the failure to 
pay when demand is made is usually considered evidence of the 
intent to embezzle at the time of taking the money. It is usually 
held that the erasing and falsification of entries and records, or 
the raising of cheques or vouchers, thereby concealing at the time 
a shortage, is evidence of the intent to embezzle. A knowledge 
of the rules of law will clearly indicate to an accountant the 
things to be covered in his report. 

So arrange your facts and references that you will be able 
instantly to turn to any record needed during the progress of a 
trial. Nothing can place an accountant upon a higher plane than 
the ability to turn unhesitatingly to records, the book, the page 
and the line. If to this is added the power of clearly explaining 
the entries, their nature and their effect, the accountant at once 
establishes himself in the confidence of court and jury. 

An accountant dealing with a defalcation should have a general 
knowledge of the laws involved and should have a working know- 
ledge at least of the laws of evidence. His report should be 
written with the full expectation that the defense will assault it in 
open court. He should realize that once in court he is at the dis- 
advantage of having the least flaw magnified to mountainous 
proportions. 

Knowledge of the law is sometimes useful in dealing with 
counsel associated in the case. I might add that a knowledge of 
lawyers is at times just as useful. Tact must be used in offering 
suggestions and all appearance of directing or leading must be 
strictly avoided. One of the most satisfactory relationships I ever 
enjoyed was with an attorney who spent two days before trial in 
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going over the evidence. He said he did not know much about 
accounting but he was going to know about his case. 

On the other hand, in a case which continued three weeks, the 
accountant was on the stand two days for the state and four days 
under cross-examination, but the attorney had not spent two 
hours with the accountant. 

In general, and especially in the trial of a criminal case, the 
attitude of the accountant should be one of absolute impartiality. 
He should tell his facts plainly and without the coloring of any 
opinion which he may have formed. He should show his willing- 
ness to tell all the truth, but should carefully avoid the appearance 
of volunteering evidence. 
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Special Applications of the Piece Work System 
By H. F. Sewarp, C. P. A. 


In some plants the piece work system has been extended so 
that it covers almost every branch of work with the exception of 
that of a watchman at a fixed post. Where it is impracticable to 
carry out detailed time studies—such, for example, as are neces- 
sary in the Taylor system—it is often possible to accomplish a 
great deal, particularly in connection with those operations where 
piece work is least likely to be used, since they are outside the 
regular manufacturing channels. 

If each step in the manufacture of the product be carefully 
analyzed it will be found, almost without exception, that in addi- 
tion to the operations which are of record and for which a piece 
price may and may not be established, considerable time is spent 
on work of which there is no record. This may constitute a large 
proportion of the overhead expense if it is paid for as day work 
and applied as overhead by reason of its not being reported against 
specific jobs. 

If a record be kept to which is posted a memorandum of all 
such operations together with the quantity produced and the time 
spent thereon, it will be necessary to have a daily system of time 
reports for each workman which will make it obligatory to 
account for each hour of the working day. With such a record, 
it would be impossible for a workman who, for example, might 
have completed a piece work job at 2.30 p. m. to secure an allow- 
ance for the balance of the day as merely “day work” without 
specifying clearly the nature of the work, the quantity turned out, 
and the actual time consumed. The various time stamps on the 
market are a great aid to the accuracy of such a record, although 
the result may be approximated by use of a time ticket divided 
into hours and tenths. One ticket would be used for each opera- 
tion, the starting, the finish and the elapsed time being entered 
thereon in pencil or by means of a punch. 

A permanent record could be kept in which a page would be 
provided for each operation performed as shown by these in- 
dividual time reports of day work. As the tickets were received 
daily, they would be posted to this day work register. It might 
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seem at first thought that this would entail a great amount of 
clerical work, and in many instances this would be true. This 
extra work, however, would be more than offset by the knowledge 
gained, because after the record had been in use a short time it 
would be discovered that operations were being reported of which 
there was no record whatever. In addition to this, the cost per 
unit quantity could be extended on the register for each operation 
daily, and at the end of a reasonable time would furnish an excel- 
lent basis for the establishment of a piece price. 

In several plants where this register has been installed it has 
met with great opposition, but it has invariably demonstrated its 
efficiency not only from the standpoint of the knowledge gained, 
but from the fact that the production has actually been increased. 
It would appear that the reason for this is fundamentally to be 
found in human nature. If it be possible for a workman to do 
work without any systematic check upon him, especially where he 
is aware that the management is ignorant of the fact that the 
operation is being performed at all, it is the most natural thing in 
the world for him to do it in his own time, but where he knows 
that the resuts are being recorded, he will unconsciously increase 
his speed. 

While no claim is made of extravagant results from the in- 
stallation of this plan, it has been demonstrated in each case where 
it has been used that the increase in production has more than 
compensated for the extra cost of the clerical work. Naturally, 
the unit costs disclosed by this day work register would not be 
minimum costs but would be an excellent foundation upon which 
to establish the final piece rate. Even if no increased production 
resulted, however, the costs are actual and the record is invalu- 
able for the purpose of estimating. 

It will be found that the development of this plan can be 
carried out almost indefinitely, and in the factory itself it will be 
possible, in connection with strictly manufacturing work, even- 
tually to place the entire work of the factory upon the piece work 
basis. To carry this out in connection with mechanical work is 
comparatively simple and could, temporarily at least, be handled 
by competent foremen with sufficient training and intelligence to 


‘understand the principles involved. 


When it is attempted, however, to carry it further and place 
such work as sweeping, hand trucking, and other non-mechanical 
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work upon other than an hour payment basis, it will be found, 
almost invariably, that not only does a great deal of prejudice 
exist but that the average foreman is either incapable or unwilling 
to undertake the task, or that his mental inertia is such that he 
cannot overcome it sufficiently to make a start, it being a well 
established fact that the average foreman has in mind what he 
considers the interests of his men more than he has the interest 
of his empoyers, although he may be entirely unconscious of this. 

Mr. Taylor in his exhaustive and excellent work in connection 
with scientific time study, has evolved methods for accomplishing 
a great deal along this line, and with factories that are sufficiently 
large to warrant the expenditure wonderful results have been 
accomplished. 

It is the intention of this article to point out to small manu- 
facturers who do not feel able to afford the services of specialists 
of this kind means whereby they themselves can accomplish a 
great deal and reduce their expenses materially. 


SWEEPING 


Under present fire insurance regulations and from an economic 
standpoint, it is imperative that factories be kept clean and that 
refuse of all kinds be removed from the plant at least once a day. 
This is ordinarily done by sweepers. It will be found in the 
majority of cases that these men have a more or less roving com- 
mission, their general instructions being to see that the factory is 
kept clean and that refuse is disposed of daily. 

In a case like this the layout of the plant should be studied with 
a view to mapping out routes for the sweepers to follow. 
Ordinarily, it could be arranged to have one man on each side of 
a room, both sweeping in the same direction. If one finished 
before the other, he would assist on the other side of the room, the 
refuse being placed in proper receptacles either provided with 
running gear or placed upon a hand truck for easy transportation. 
Beginning at the top of the building they would proceed down- 
wards floor by floor, provision having previously been made for 
empty receptacles at the end of each floor where they would finish 
sweeping. 

In this way it can be ascertained what time is necessary, in 
ordinary circumstances, to clean each room, including filling the 
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receptacles. The removal of the receptacles, if possible, should 
be in charge of a gang of truckers so that the sweepers’ time will 
be devoted entirely to that work. 

In one instance with which the writer is acquainted, when 
this plan was inaugurated the force of sweepers was cut down 
from 65 men to 40 at the end of the first week, each one of the 40 
men earning approximately $2.50 a day instead of $1.75 previously 
earned. 

TRUCKING 


The same principles apply to trucking. The proposition, how- 
ever, is somewhat different in detail, owing to the variety of the 
work, the uncertainty of the time when the service will be re- 
quired, and the routes, distances, etc. A careful study of this 
will show, however, whether or not the work is sufficient to war- 
rant a central dispatching station with a clerk in charge and a 
telephone connected with each department. In many cases 
arrangements can be made in the different departments to have 
their work ready for transportation at specified times, and in such 
cases routes can be laid out so that the truckers can utilize their 
time to the best advantage and lose very little of it in returning 
light. It is important, of course, to have trucks in good condition 
with wheels of large diameter and well oiled. The height of the 
truck platforms should be studied to obviate as much lifting as 
possible, and the dimensions of the carrying space should be made 
to accommodate average loads. In many cases, it will be possible 
to provide steady work to and from certain departments where 
trucks, specially designed for the efficient handling of the par- 
ticular work, can be utilized. 

If several good men can be interested in the experiment, the 
routes can be laid out and tests made to demonstrate the time 
required for each particular route. It will always happen, of 
course, that extra work will come up, making it necessary to send 
trucks from the dispatching station to the departments from 
which the call comes. It will not always be possible to provide a 
load going in that direction, so that an allowance must be made for 
this. The dispatcher should be provided with a time stamp, and 
the trucker’s tickets should be stamped on departure and upon 
return. If time stamps are employed in each department, the 
trucker’s ticket should likewise be stamped by the foreman to 
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whom he reports. This is particularly important in case he is sent 
from there to another department on a special call. 

This plan, worked out systematically, will result in a material 
saving, there being an even greater opportunity for truckers than 
for sweepers to waste time. In the same plant where the reduc- 
tion in the sweeping force, as above mentioned, was accomplished, 
a reduction of the number of truckers from 86 to 63 was made. 
In this connection, where a great deal of trucking is done from 
one building to another, it is important that side walks be smooth 
and hard, and it has paid in several instances to put in concrete 
walks. 

In a great many plants which cover a wide area, where freight 
is received on private sidings, it is desirable to have an unloading 
platform of the same height as the car floor, adjacent to this sid- 
ing. It is sometimes customary to have freight examined by a 
representative of the receiving department as soon as the car seal 
is broken. If this examination consists entirely of a count, as it 
would, for example, in the case of cement bags, it can best be 
carried out in the storehouse to which the contents of the car 
would be transported, but with some merchandise, such as copper, 
lead, etc., it is sometimes necessary to arrange the ingots and 
count them prior to their removal. This piling and counting 
should be done by the piece as well as the unloading upon the 
receiving platform. 

It is often possible to utilize platform trucks operated - by 
storage batteries which can be run directly on to the receiving 
platform and into the car where they can be loaded and taken to 
the storehouse. If the number of trucks, the number of men in 
the car and the number of men at the storehouse be properly 
proportioned it will be possible to unload each car, transport the 
goods to the storehouse, weigh on floor scales and pile in bins 
with very little waste time, a uniform piece price being established 
for each gang of men. If there are several cars to unload it would 
be an advantage to have one gang unloading and one or two other 
men arranging the next cars ahead so that as soon as one car is 
finished the gang can proceed to the next one without loss of 
time. 

In order for this to ~vork out satisfactorily, the roads about the 
plant must be in first class condition, and it will be found profit- 
able to keep them well rolled and hard. If electric platform 
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trucks are used to any great extent, it will sometimes pay to put in 
concrete sidewalks. If horses are utilized, however, care should 
be taken when the price is established that it is not based upon 
overworking the horses, because this is neither humanitarian nor 
economical. It will sometimes be found necessary during bad 
weather to make a special rate for the work, but a careful study 
of the proposition will disclose opportunities for saving a great 
deal of time. 

Where it is impracticable to build a receiving platform along- 
side a railroad siding, hand trucks can be placed upon a wagon or 
automobile truck and loaded from the car, one man standing on 
the truck and the others in the car. Upon arriving at the store- 
house the truck could be backed up to a small platform of the 
proper height. The hand trucks could then be pushed on this 
platform, from which by means of a rope and a snubbing post 
they could be run down an incline to the ground. If the store- 
house is open at both ends, these hand trucks can be dispensed 
with, the goods being piled upon the floor of the wagon and the 
latter driven into the storehouse to the proper point for unloading. 


MISCELLANEOUS WORK 


Examples of work which can be handled in the same way can 
be multiplied indefinitely. If a plant makes a great amount of 
paper scrap a machine baling press can be installed, the different 
classes of paper being baled separately and the piece rate being 
based upon the weight or the number of bales. In connection 
with this operation it is necessary to prepare burlap covers for 
the bales. These can be prepared on a sewing machine and a piece 
rate established for this work. If arrangements be made with 
consignees to return these burlap covers, they can be used again, 
a piece rate being established for overhauling them. 

Another operation which can be based upon a piece work 
basis is the sorting of scrap of various kinds, packing it in barrels, 
and coopering the barrels. It often happens that consignees re- 
turn barrels, and a piece price can be established for re-coopering. 
If the plant is of sufficient size to have a scrap storehouse where 
the scrap is kept until a carload is ready for shipment, prices 
should be established for placing bales in piles and for loading 
the cars and in fact for practically all the necessary work. 
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Another instance of the possibility of developing the piece 
work system is in connection with kilns and lumber yards. A 
price could be established for unloading cars of lumber, for 
trucking to the pile and for piling; for taking down, transferring 
to the kiln and piling in the kiln; and for taking down from the 
pile in the kiln and transferring to the cutting-up shop. In some 
cases lumber is cut into small pieces as soon as the car is received, 
the ends being painted to prevent checking, after which the pieces 
are piled in a kiln. A piece price can be established for all this 
work. 

The above illustrates only a few of the possibilities. In mak- 
ing an investigation of this character it is important to study each 
element of each operation, because it is often possible to change 
the gang of men in order to have them work together more 
economically, and this cannot be done without complete knowledge 
of the detail of the work to be accomplished. 
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EDITORIAL 
In These Utopian Days 


The Honorable Edwin N. Hurley, vice-chairman of the federal 
trade commission, is convinced that one of the most serious faults 
of modern business is to be found in the lack of knowledge of 
accounting which he believes to be prevalent among the greater 
number of business men. It is the duty of the federal trade 
commission—if we may accept the dictum of the commission it- 
self as to its duties and if we ignore the technical language of 
the law—to point out how business, commerce and industry may 
be increased, how economies may be effected; in a word, how 
efficiency may be attained. 

This is how the Honorable Mr. Hurley explained his plan for 
the avoidance of existing evils before the Chicago Association of 
Commerce. We quote from Chicago Commerce, which is the 
official organ of that association : 

On Tuesday last, at an informal luncheon, at which E. N. Hurley, of 
Chicago, vice-chairman of the federal trade commission, was a guest of 
the association’s committee on federal trade commission, Thomas Creigh, 
chairman, Mr. Hurley laid before the committee certain matters of un- 
usual interest, none more so than the desire of the federal body to or- 
ganize within itself a division having the functions of “business aid.” 
Mr. Hurley seemed desirous that the idea should be taken hold of by the 
business men. t : 

Mr. Hurley, on account of his practical business experience, had been 
requested by his associates of the federal trade commission to suggest 


plans for helpful activities. Mr. Hurley accordingly makes the following 
proposal, and this idea he laid before the association’s committee: 


INTERDEPENDENT AIDS 


Among the several methods by which the federal trade commission 
can be of constructive help to American business, there are two of par- 
ticular importance. One of these is to aid the business men of the coun- 
try in obtaining the additional credits to which their business operations 
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may entitle them. The second is to aid in establishing a standard system 
of bookkeeping and cost accounting. The two are interdependent. 

The small manufacturer, the country storekeeper and the retail mar- 
chant, as a rule, do not get at the banks credit that they ought to receive, 
owing to the fact that they are unable to present balance sheets in accord- 
ance with good business practice. These men are just as good business 
men, in many respects, as those of larger operations. They have brains, 
ability, knowledge of their wares and of their customers, but they do not 
speak the language of the banker, in that they are not able to present a 
statement showing their true assets and liabilities. 


ABILITY TO BORROW 


Frequently a business man with a credit of a few hundred dollars at 
his bank, based wholly on personal grounds, could, if he could produce 
a reliable balance sheet, readily obtain several thousand dollars, which 
would enable him to expand his business along sound lines. Failing to 
obtain it, his business is limited and confined. 

Ability to borrow at the bank has a far-reaching effect on all credit, 
because to the bank, primarily, are directed inquiries for a rating of a 
manufacturer or merchant seeking credit for goods. An unfavorable or 
non-committal report from the bank results in a curtailment of oppor- 
tunity. It also checks expansion. 

Bankers are in business to loan money to business men and recognize 
that loans made on balance sheets that are sound are desirable loans. 
The banker will welcome any standard form of statement that will 
permit him easily to ascertain the exact liabilities and assets of his 
customer. 

It is recognized that no one standard form of accounting can be 
applied to all classes of business, and that special forms must be devised 
for each group or class of commerce and industry. For example, the coal 
industry can use one standard system of accounting. Among others, the 
country store and general store retailer, the wholesale grocer, the retail 
grocer, the boot and shoe wholesaler, the boot and shoe retailer, the drug 
store, the manufacturer of textiles, the manufacturer of machinery, the 
wholesale clothier, the retail clothier, each must have his own special 
system. But it is true that a great many of these forms could be adopted 
for use in other than those for which they are originally arranged, as 
certain fundamental principles underlie the general structure of account- 
ancy and must be recognized by each group. 


KNOWLEDGE OF COST PRIMARILY ESSENTIAL 


The fact must be admitted that in order to put a selling price on your 
products you must, if you be a manufacturer, first know exactly what it 
costs you to*manufacture and sell them. When business was done on a 
large percentage of profit this was not so essential, but in most lines of 
industry today the large percentage of profit has passed. We are work- 
ing on a smaller margin and we must absolutely know what our goods 
cost. Any old and out-of-date method of arriving at cost figures, with 
our margins of profit so close, must be eliminated. 

It is a fact well understood among business men that the general 
demoralization in a large number of industries has been caused by firms 
who cut prices, not knowing what their goods actually cost to manufac- 
ture; and the cost of selling, which is equally important, is almost wholly 


MAKING COMMISSION’S RESOURCES AVAILABLE 


How can the federal trade commission help cure these conditions? 
By no compulsory methods. The commission has no power and no 
desire to use such methods. But the commission does hope to reach the 
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desired end by putting at the service of the manufacturers and mer- 
chants who have not had the experience or advantages that larger firms 
possess, the accountants, bookkeepers and experts in cost of production 
that are employed by the commission and in that way help to strengthen 
American industries where they are weak. These services will be ren- 
dered only on the request of the individual merchant or manufacturer 
who desires them. 

In European countries manufacturers and merchants, aided by their 
governments, have developed a high state of efficiency, which enables 
them to sell their goods in the markets of the world. The federal trade 
commission desires to do what it can to help bring the American manu- 
facturers and merchants on equal terms with these foreign competitors 
in order that we may be able to get and hold our share of foreign trade. 


PROPOSED FORM TO FACILITATE BANK CREDIT 


When there is completed within the commission the organization for 
aiding business, any manufacturer or merchant, on request, may receive 
(a) an approved form for presentation to his bank when seeking credit; 
(b) a form designed to show accurately and concise his assets and 
liabilities, stock on hand, etc.; (c) a form of double-entry bookkeeping 
adapted to his class of business, as well as (d) a form and method of 
arriving at costs, also adapted to his line of business. All of these 
sample forms will be simple in character and can be supplied by the local 
printer. 

ZONES AND ACCOUNTING EXPERTS 


It is hoped that the different banks throughout the country will carry 
supplies of these forms for the benefit of their customers. In addition 
to preparing these forms, the commission has in mind dividing the 
country into zones and maintaining in each zone experts in accounting, ex- 
perts in costs and experts in manufacturing, upon whom the manufac- 
turers, merchants and business men may call for advice and assistance in 
establishing economies in their plants and business houses. 

Admitting readily that Mr. Hurley is correct in his assertion 
that there is too general a lack of accurate accounting knowledge, 
we may be permitted to differ with him on the method of reform. 
Of course everyone agrees that reform is desirable if reformation 
is the means of improvement; but it is possible to change form 
without benefit. 

To begin with, it is absurd to suppose that any system of 
accounting can be evolved which will be applicable to all busi- 
nesses. This fact Mr. Hurley recognizes, and it is his intention 
to have prepared a series of forms or systems which will be 
adaptable to the several principal departments of industry and 
commerce ; but even with a wide variety of systems available there 
will always occur instances to which none of the systems is 
actually suitable. 

It would be far better to increase the knowledge of the 
principles of accounting rather than to attempt to introduce a 
system inculcated very much as one would teach a parrot to say 
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“Pretty Polly” because “Pretty Polly” is recognized as the correct 
expression of parrot opinion. 

Possibly there will be some benefit, however, from providing 
systems. It may serve to point out some of the things that should 
not be done, even if it fails to indicate what should be done. 

One of the most serious errors in Mr. Hurley’s plan as 
reported by Chicago Commerce is the idea that credit facilities 
will be increased by the presentation of financial reports prepared 
in accordance with the trade commission’s system or systems. 

Every banker knows that it is not in the form of the report 
that he is misled by borrowers, but rather in the integrity of the 
borrower himself. We venture to believe that not one report in 
twenty is presented in a form which is unintelligible to the credit 
grantor. The average business man is not an imbecile, and he is 
able to present a financial statement which is somewhat indicative 
of his condition. 

What is required is something to show to the banker that the 
statement of condition is not merely correct in form but correct 
in substance. Even the most scrupulously honest man is inclined 
to overestimate the value of his assets. How will a form of 
statement demonstrate to the banker that there has been no 
overestimation? The man who wishes to obtain more credit 
than his actual condition justifies may present a perfectly correct 
form of statement in which each item may be absolutely incorrect- 
How will Mr. Hurley’s system prevent that? 

We do not wish to be misunderstood in our criticism of this 
feature of the trade commission’s plan. It is admitted that there 
is room for improvement in accounting. What we deny is that 
the introduction of a system of forms would have any material 
effect on the ability to borrow. 

Coming now to the last paragraph which we have reproduced 
from Chicago Commerce there is much to be said in favor of the 
idea of accounting experts. We do not like the word “experts,” 
but it has a bearing in this instance, inasmuch as there are to be 
experts in costs and in accounting and in manufacturing. It is 
not explained how these men will be appointed, but presumably 
there will be some method of selection acceptable to the trade 
commission, and we trust acceptable to the various classes of 
experts who will be called upon to assist. 

A charming vista of speculative inquiry is opened up by the 


132 

















Editorial 


word “zone.” Accountants will wonder whether they are to be 
experts of “zone one” or “zone ten.” Possibly the most fortunate 
will be rated as experts of all zones from the torrid to the frigid. 
It will be a magnificent thing to be a “zone expert.” Looking 
down that long vista we can see struggling rows of manufac- 
turers, merchants and business men clamoring for the advice and 
assistance of those fortunates upon whom the federal trade com- 
mission shall have bestowed the titulary encomium “Z, E.” 





Competitive Bidding 


THE JOURNAL OF ACCOUNTANCY publishes in this issue four 
short expressions of opinion from accountants in the south, south- 
west, middle west and northwest on the subject of competitive 
bidding for accounting work. All the writers agree that the 
practice of bidding in competition is one of the most serious 
obstacles in the path of the profession’s progress. It is more than 
that—it is an absolute bar to professional advancement because 
it frankly places accounting on a commercial basis and robs it 
of professional status. 

No accountant cares to bid against his rivals, because he must 
realize that the introduction of the system of bidding militates 
against profitable engagement. This aspect of the case must 
appear even to those men—and they are few—who have no con- 
ception of the ethical requirements of a profession. Of couvse 
to the great mass of accountants in this country competitive bid- 
ding is abhorrent because it is unethical as well as unprofitable. 
Therefore, we may assume that competition for work is never 
attributable to the reputable accountant but always to the client, 
or, if we must speak in terms of commercialism, to the purchaser. 

It is difficult to imagine any reputable firm calling for bids 
from lawyers, doctors, architects or other professional men. Yet 
some of the best concerns do not hesitate to call for proposals 
from most of the accounting firms in their vicinities. Did they 
but realize the inevitable effect of this system they would forego 
it forever. Self-evidently, bids are asked under the impression 
that work will be more economically done; but this is entirely 
untrue. In the event of bidding or quoting a flat rate one of 
three things must happen unless we are to assume that the 
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accountant is omniscient and can estimate to a day and a man 
the time and the labor involved: 

First. The accountant may underbid—in which case either 
the accountant or the client will lose. If the accountant is 
strictly honest he will lose, inasmuch as he will perform the work 
scrupulously well and present his report and accept a fee which 
entails a loss. If the accountant be not over-nice in his distinc- 
tions he will see that he has quoted too low a figure and will do 
only part of the work which he has agreed to do. In this case, 
of course, the loss falls upon the client. 

Second. He will overbid. Here the client loses almost to a 
certainty. The accountant may find that the work will not engage 
his attention or that of his men so long as he had expected, and 
he may revise his estimate so as to bring the fee down to a proper 
per diem basis, but it must be remembered that human nature is 
reluctant to admit a mistake when the result of the mistake is not 
unprofitable. Furthermore, there is no legal and perhaps no 
moral demand for change of such a contract. 

Third. He will do commercial work, or, rather, he will work 
commercially. He may say, as we have heard accountants say: 
“If these people consider accounting purely a commercial matter, 
let us deal with it in a purely commercial way; let us eliminate 
the professional relation and trade with our customers”—and the 
chief object of trade, of course, is profit. 

If accounting were a commercial transaction and the account- 
ant had certain wares to sell he could quote to a certainty the 
price of those wares, but being a profession (whether our busi- 
ness friends admit it or not) it is impossible for an accountant to 
quote a price other than a per diem rate unless one of the three 
undesirable results mentioned above ensues. If the accountant 
cannot be trusted to perform the work in the most expeditious 
manner compatible with thoroughness he is not the accountant 
who should be entrusted with the work. If, on the other hand, 
he can be relied upon to deal honestly by his client why should the 
client hesitate to rely upon that honesty ? 

Many of our accounting firms refuse to enter into competition 
for work and in some cases express themselves bluntly and to the 
point. As an illustration of this we quote below a letter written 
to a prospective client by one of the most prominent firms in the 
country on this subject, and we earnestly draw the attention of 
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our readers, whether in the profession or out, to the arguments 
therein contained. 

The day is certainly coming when members of the American 
Association of Public Accountants, and possibly other accountants 
as well, will refuse to enter into competitive bidding for work. We 
have unfortunately several gross offenders who do not hesitate 
to bid even when bidding is not invited. Of them it is not neces- 
sary to speak. Our argument now concerns solely those men 
who are asked to bid and who yield to the temptation in the hope 
that they will be the exceptions to the rule. 

The following is the letter to which we refer: 


The communications which we have received from you, the last of 
which was your letter of the 18th instant, indicate that it is your purpose 
to engage, on the basis of competitive bids, the services of some public 
accountant toe devise and install a cost accounting system which may be 
applied uniformly to the operations of the members of your association, 
that you have received such bids from public accountants, and that you 
desire us to enter into the competition. It seems probable that the bids 
which you have received were based on the same information as that 
given to us, viz., that your association is composed of 53 members and 
that 40 of those members have reported the operation of 74 plants, lo- 
cated all the way from New Jersey to Missouri and having an annual 
capacity of nearly seven hundred million units of production in the “9” 
series, and that in addition thereto there are many special shapes made 
by hand which vary in weight from one pound to one hundred pounds 
or more. 

On the basis of judgment which might be formed from visiting a 
number of the plants, it would be possible to approximate the time that 
would be consumed in devising such a system of cost accounting as might 
be applied to the operations of all these plants. On account of the differ- 
ing conditions and methods of operation likely to be found in the large 
number of plants indicated, it is quite probable that in the installation it 
would be necessary to work out several variations in the application of 
the system or in the detail. Another feature for consideration in con- 
nection with installation is the uncertain quantity of time necessary to 
procuring sympathetic cooperation on the part of those at each of the 
several plants who must bé depended upon for the execution of the 
system, because, according to the degree in which this is lacking, and aside 
from any question of efficiency, the most ideal system possible to be 
designed must fall short of the intended results. 

We know that among those who hold themselves out as public ac- 
countants there are some who are not imbued with ethical ideas or pur- 
poses and that they undertake to enter into financial competition with 
others by offering bids of inclusive fees while lacking adequate basis for 
judgment upon the approximate time that efficient performance of the 
work is likely to consume. In this the novice errs or the charlatan finds 
his opportunity to capture a job and trim the work to suit the fee. It is 
out of such situations that there have arisen many disappointments or 
controversies and an indiscriminate condemnation of public accountants 
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that has worked to the injury of those who undertake, in their practice, 
to give a quid pro quo for their charges. 

Among those who are experienced in and practise public accountancy 
as a profession bidding is held to be quite as unethical as it is in the pro- 
fessions of law, medicine and surgery, and we take advantage of this op- 
portunity to present to you some of the reasons why we should not bid 
for this or any other service and why you are not likely to procure satis- 
factory service through such means. 

If you were to undertake to engage the services of a lawyer, a phy- 
sician or a surgeon, under conditions of competition, you would not be 
successful. If in need of the services of a lawyer you would select the 
one who, in your judgment, would be most likely to carry your case to a 
successful conclusion, and you would expect to pay a retainer based on 
the lawyer’s reputation, the importance of the issue involved, and your 
financial ability, and further to pay per diem charges for the time of 
the lawyer and his assistants in the trial of the case. If in need of the 
services of a physician you would make your selection on the basis of 
established reputation and would expect to pay the physician’s regular 
rates without requiring him to stipulate the number of visits or office 
treatments necessary to a cure. If in need of the services of a surgeon 
you would make your selection on the basis of established reputation for 
the particular kind of skill needed and would expect the surgeon’s charge 
to correspond therewith and your ability to pay. We see no reason why 
the selection of a public accountant should be approached from any dif- 
ferent standpoint or in any different manner. 

If you had come to us in a way which indicated clearly no thought of 
trading among a considerable number of public accountants for the low- 
est obtainable price, but had represented that your association had se- 
lected us as the firm of public accountants whom they desired to have 
devise and install a cost accounting system in the plants of its members, 
and had inquired as to our charges, we would have quoted the same per 
diem rates that have already been given you. But if then you had said 
that it was necessary to be advised of the probable cost to the association 
of this service, in order that assessment might be made upon its members, 
or for any other fair reason, we would have been glad to have gone to 
some trouble and expense to qualify ourselves to make and communicate 
to you an estimate of such cost that would reflect our best judgment, and, 
if there had been any further question, it would have been our pleasure 
to put ourselves in the attitude of endeavoring to arrive at a mutually 
satisfactory understanding. The radical difference between such a course 
of procedure and the one which you have followed must be apparent, and 
we believe it should not be necessary to indicate further the reasons why 


the latter is unlikely to result in your obtaining efficient or otherwise 
satisfactory services. 





Practical Work at Harvard University 


A recent publication of Harvard University calls attention 
once more to the changing attitude of higher educational institu- 
tions toward business. The publication referred to is bulletin 
No. 4 of the bureau of business research, one of the organizations 
of the graduate school of business administration, and entitled 
Depreciation in the Retail Shoe Business. 
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Editorial 


Some seven or eight years ago the graduate school of business 
administration was established by Harvard as the first graduate 
business school, and there are already considerable numbers of 
the younger generation of accountants who have graduated from 
or have taken part courses of instruction in the school. A few 
years after the establishment of the graduate school, what was 
known as the bureau of business research was established in con- 
nection therewith, partly, we assume, with a view to furnishing 
the school with teaching material and partly also with a view to 
popularizing the school itself. 

The first piece of work undertaken by the bureau was an 
effort looking to the development of more adequate accounting 
and business methods in the retail shoe business which, owing to 
the great variety of patterns and the frequent changes of style, 
were generally thought to be in an unsatisfactory condition. In 
order to ascertain the facts, a committee was organized consist- 
ing of several members of the graduate school faculty, two or 
three practical retail shoe men and one practising accountant. 
The committee formulated the outline of a simple but reasonably 
comprehensive system of accounts for a retail shoe store or a 
shoe department of a department store, and also prepared a form 
of report of the business operations which the stores adopting the 
plan were requested to fill out at stated intervals and forward to 
the university, where the results were tabulated and the statistics 
drawn from the entire group of reports were furnished to each 
reporting store. In order to get this work started, a field staff 
of students in the graduate school spent one or two summers 
canvassing the retail shoe stores in certain specified districts, 
explaining the purposes and benefits of the plan, and, to those 
accepting it, they also assisted in its installation. 

Considerable interest was, we understand, expressed by shoe 
dealers and a large number adopted the plan; and as a result 
much information useful to the trade has been secured through 
the compilation of the returns. The bureau throughout has laid 
stress upon conservative accounting methods, and one result of 
the improved accounts has been the discovery of numerous de- 
fects in the computation of the cost of doing business by the in- 
dividual retailer. One of the elements of the cost of doing busi- 
ness, which has too often remained unappreciated by the dealer, 
has been the item of depreciation on shoe stock resulting from 
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the changes of styles and patterns; and the present bulletin, con- 
sisting of thirty-two pages of explanatory text, is designed to 
correct the error under which dealers have been laboring in 
the past. 

It is not our purpose to review the bulletin itself, but those 
interested can, we suppose, obtain copies at small expense by 
addressing the bureau. The point upon which we wish to lay 
emphasis is rather that a great university is thus getting in touch 
with the business life of the common people, and not at all by 
way of condescension, but by a plan of mutual helpfulness and 
benefit. To thoughtful observers, the rapidly increasing cost of 
living in recent years is attributable mainly to the increased cost 
of selling, although this point has not received the public atten- 
tion it deserves. There has been much public discussion of trans- 
portation charges, for instance, as an element of cost, but it is 
almost obvious that these items sink into insignificance in compari- 
son with the tremendous rise in the cost of conducting retail 
business. Any contribution, therefore, that can be made by a 
university toward the reduction of this cost, through the applica- 
tion of more scientific methods and the elimination of waste, is 
worthy of all commendation. 





Eight-Dollar-a-Day Accountants 


A recent issue of the Seattle Municipal News, in the course of 
an editorial discussing the result of investigations in one of the 
counties of the state of Washington, says in part: 


Recent investigations by a grand jury in Yakima county have again 
brought to public attention the woful lack of efficiency displayed by many 
of the $8-a-day accountants employed by the state bureau of inspection. 
Although a corps of these so-called protectors has for several years spent 
weeks of exceedingly valuable time going over the records of the county, 
it has failed to find any trace of the startling evidences of graft which 
have been disclosed by the grand jury and its group of certified public 
accountants. 

Wher the law requires that our public records shall be audited at fre- 
quent intervals by firms of certified public accountants of recognized 
standing instead of by a politically controlled corps of bookkeepers posing 
as expert accountants, we may expect to prevent such gross misconduct 
in public office as has been uncovered. 


Some accountants may entertain a remote suspicion that the 
second paragraph of the above quotation is not applicable solely 
in the state of Washington. 
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Editorial 
Certificate by Legislation 


The accounting profession will learn with amazement and 
consternation that a state which early enacted certified public 
accountant legislation has recently disregarded its own attempts 
to set a high standard for accountancy, and has added to the 
statutes a law to the effect that one man (whose name is specified) 
“may by affidavit show to the state board of accountancy that he 
has been engaged in the practice of accountancy for a period of 
at least five years; and said board without requiring an examina- 
tion shall recommend said —-———-—— to the governor for a 
certificate entitling him to act as a certified public accountant as 
provided for in section—etc.” 

This act would be ridiculous were it not for the fact that it 
ruins, so far as the accounting profession is concerned, the 
standing of the state in which it was enacted. 
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Income Tax Department 
Epitep sy JoHn 3. Niven, C. P. A. 


Following on the ruling regarding debts which appeared in the last 
issue of THe JourNAL or AccouNTANCY, it is gathered from the public 
prints that the treasury department has issued a further decision consid- 
erably altering its previous ruling. Up to the time of this writing the 
ruling has not appeared in the department's official publication and is not, 
therefore, available for inclusion in this month’s Journat. However, it 
seems that the department still adheres to the position that, in order to be 
deducted, the debt must be returned in the gross income of the same 
year and must have been actually ascertained to be worthless and charged 
off. One of the modifications now made is that in this connection it is 
no longer required that such a debt should be “entered on the books of 
the taxpayer.” The practical utility of this concession is not apparent. 
It will be remembered that the original ruling was applicable only to 
debts on account of unpaid wages, salaries, rents or items of a similar 
character which, in the vast majority of cases, constitute the income of 
individuals who do not record its accrual or even collection in any prop- 
erly stated books of record. It had occurred to the writer on a perusal 
of the original ruling that the provision that such debts would not con- 
stitute an allowable deduction from gross income as bad debts in ascer- 
taining taxable net income unless the amount representing such debts 
had been “entered on the books of the taxpayer” would not in practice 
have been enforced on account of indefeasibility, and that some notation 
on the counterfoil of the cheque-book of the individual would have 
been considered satisfactory. If the case should arise where all the cir- 
cumstances of a debt in an individual’s income conformed to the condi- 
tions prescribed by the ruling in every detail except that. the item had not 
been recorded in properly stated books because there were no such books 
in existence, it surely would not have been contended by the treasury 
department that the debt could not in these circumstances have been 
used as a deduction in ascertaining the net taxable income of the indi- 
vidual. It would thus appear that the modification now indicated is one 
more of form than of substance, and is in reality for the purpose of de- 
leting an impossible provision and placing the ruling upon a workable 
basis. 

A further modification is apparently expressed as regards debts 
which were payable before the date when the law for an income tax 
came into effect March 1, 1913. It is now ruled that if such debts were 
not ascertained to be worthless until after the law came into force they 
may be deducted although payable before that date. The necessity of this 
modification is obvious, and it is required if all debts which were pay- 
able prior to the date when the law came into force are not to be de- 
barred from being used as deductions absolutely for all time. 
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The exact terms of the ruling are not known, and these remarks are 
necessarily subject to revisal next month, when the full terms of it will 
be available for publication. 

In connection with matter relating to income tax unofficially appear- 
ing in the public prints one or two points of interest have recently been 
brought forward and passing reference to them may be permitted. 

A despatch from Washington recently reported that fresh papers had 
been filed in the case of Dodge v. Osborn. It will be remembered that 
this case has been reported several times in the pages of THE JourRNAL and 
that in volume XIX (March, 1915) the decision of the court of appeals 
of the District of Columbia, under the appeal from the supreme court of 
the District of Columbia, was given, in which the appeal court upheld the 
decision of the inferior court that the income tax law was not unconsti- 
tutional in the respects in which it was challenged and held that the plain- 
tiffs were not entitled to an injunction restraining the collection of the 
tax, as they had proper and reasonable method for the recovering of the 
same if it should be shown that the tax was illegally exacted under 
the act. 

The despatch referred to does not give the exact status of the case in 
which the papers were filed except to say that the paper filed was a brief 
argument attacking the surtax on incomes of individuals in the su- 
preme court. As to whether this is merely a new step in the old case or 
is an entirely new venture it is impossible to say, and the information 
here given is to be read under proper qualification in that respect. 

It appears that three main reasons are assigned for holding the surtax 
provisions of the law invalid. 

Stockholders in corporations, it is asserted, when computing their 
surtaxes are subjected to liability for the gains and r<ofits of the corpora- 
tions which have not been divided or distributed. To tax a stockholder, 
the brief states, on prospective dividends which he may never receive can 
only be properly characterized as so utterly absurd as to induce levity. 

It is charged also that the provision vests in the secretary of the treas- 
ury an arbitrary power of determination, without a hearing, whether any 
corporation has accumulated a greater undivided surplus than is reason- 
able for the needs of the business. “How can he reach such a decision?” 
is asked. “The law makes no provision to aid him.” 

A third reason is that the provision permits corporations to accumu- 
late and withhold from surtax taxation such part of their profits as may 
be reasonably necessary for the needs and purposes of the business, and 
does not accord such business privilege to individuals and partnerships. 
It is urged that corporations are thus favored by a “most invidious dis- 
crimination.” The brief urges that the sixteenth amendment to the con- 
stitution did not obliterate entirely the provisions of the constitution 
against direct taxes, and that congress can only tax income and not real 
or personal property. It is contended that congress can make no dis- 
tinctions as to the source of income. 

If congress had such power some very “popular discriminations” are 
within its reach, the brief asserts. 
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The case, it is stated, is to come up next term, so, no doubt, more 
official data will be published soon. 

Another report which recently came under notice was of a case in 
the district court, where it was held that a lumber company, which car- 
ried its timber and cut-over or stump land on its books at cost and sub- 
sequently sold part of its assets at greatly enhanced prices, was entitled 
to deduct in the returns required to be made under the excise tax law 
of 1909, in reduction of the gross receipts from timber and stump land 
sold, an amount for return of capital assets which admittedly was no 
more than the fair market value of such timber and stump land at the 
time of the incidence of the excise tax. The government, when making 
assessment, only allowed as a deduction the actual cost price, but the 
court upheld the plaintiff and allowed him instead the fair market value 
at the time of the incidence of the tax. The importance of a decision in 
these terms mus* be at once recognized, as it is entirely opposed to the 
attitude taken up by the treasury department on the point. The report is 
dated April 30, 1915, but it has never appeared in any of the official publi- 
cations, and it may be that the department has stated an appeal and that 
in the meantime the officials do not feel in any way bound by the decision 
in question. The matter is of such importance to a large number of 
corporations that it is hoped that the case will be taken further and an 
ultimate decision binding on all concerned obtained. 


142 














, 
Students’ Department 
Epitep sy SEyMour WALTON, C. P. A. 
INSTALLMENT SALES 


Editor, Journal of Accountancy: 


Sir: If you can give me the correct idea on the following it will be 
very much appreciated. 

I have a friend who is in the real estate business, buying and selling 
lots on the installment plan. The contract he makes with each customer 
buying a lot permits the customer to be in arrears for a certain length of 
time before forfeiting what he has paid, but after this time has elapsed 
the customer loses what he has paid and the lot reverts to the firm. In the 
year 1913 to 1914 a great many lots were sold under this contract, and at 
the end of the year, while only about one-fourth of the sales had been 
paid for, the firm figured the profits and so closed the books as though all 
of the sales had been or would be collected, the result being, when the 
firm gave in its income tax report, it showed a big profit and had to pay a 
considerable income tax. The next year there were a great many lapses, 
and when the books were closed the business actually showed a considerable 
loss because of the lapses. 

In my opinion, it was not good accounting to show at the end of the 
year all the sales as real sales and not to make allowances for lapses. 

I will greatly appreciate it if you look over the plan I have worked out 
and let me know if I am correct, and if my friend’s method is not incor- 
rect. 

I will use the following illustration: 

The firm buys 500 lots at $100.00 each; total, $50,000.00. It sells all 
these lots to sundry customers for $200.00 each, making total sales 
$100,000.00. One of the customers by the name of Baker bought 50 of them 
for $10,000.00, and after paying $2,000.00 on them stopped paying long 
enough to forfeit what he had paid and the lots. I am enclosing you a 
ledger sheet of just how I opened the accounts and how I closed them into 
profit and loss accounts. You will notice I charged land property account 
with the $50,000.00, and when the sales were made I credited this account 
with the 500 lots at cost price, which was $50,000.00, and credited land 
sales with $50,000.00. Now, I charged accounts receivable with $100,000.00, 
which offset the two credits, As Baker lost his lots by being in arrears, I 
now charge land property with $5,000.00 and charge land sales with 
$5,000.00 and credit accounts receivable with $8,000.00 and a further credit 
of $2,000.00 to an account called “forfeitures.” As Baker’s account in the 
individual customers’ ledger is charged with $10,000.00 and credited with 
the $2,000.00 cash payments and now credited with this $8,000.00, his 
account will be closed. As stated before, there was $20,000.00 collected on 
the sales of $100,000.00, including Baker’s $2,000.00. This would be 
$18,000.00 as having been paid on the sales of $90,000.00, and would leave 
a balance of unmatured sales or uncollected $72,000.00, or at the cost value, 
as I have shown it on the ledger, $36,000.00. You will observe that I took 
an inventory of the unmatured sales and only counted such sales in coding 
the books as had actually been paid for. You may suggest a better metho 
or better names than the terms I have used, but I can assure you that your 
plan of handling the proposition will be gratefully received. 

Yours truly, 
Norfolk, Virginia. W. C. Lam. 
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LEDGER 
Land Property Account 


1/2/14 500 lots $100... $50,000.00 1/5/14 By sales at cost $50,000.00 
12/31/14 Forfeited lots.. 5,000.00 


Accounts Receivable 
1/5/14 $100,000.00 12/31/14 By cash during 


the year ..... $20,000.00 
By forfeitures.. 8,000.00 


Land Sales Account 


12/31/14 Forfeitures 1/5/14 By sales (gross 
(Baker) ..... $5,000.00 ye $50,000.00 
r Inventory un- 
matured : 
Sales ........ 36,000.00 
BA 9,000.00 
$50,000.00 $50,000.00 
7 12/31/14 Balance ....... $36,000.00 


Forfeiture Account 


To profit and loss....... $2,000.00 12/31/14 By Baker...... $2,000.00 


Profit and Loss Account 


Commission and sundry 12/31 By profit from sales 
A Ree $1,000.00 DODO ci5565% 6 $9,000.00 
Be ahs dc, cbr ane otned 10,000.00 By forfeitures... 2,000.00 
$11,000.00 $11,000.00 
ee Surplus account......... $10,000.00 
CoMMENTS 


The original charge of $50,000.00 to property account is entirely cor- 
rect. The credit to lot (land) sales account, however, should be $100,000.00, 
offset by the debit to contracts, which is a better term than accounts receiv- 
able. The cost of the lots would be charged when sold to lot sales and 
credited to property account. Of course, the money paid in by customers 
would be credited to contracts. 

When Baker defaulted he forfeited the $2,000.00 he had paid, his lots 
were re-possessed by the firm and his contract cancelled. Each of these 
things must be expressed on the books, as follows: 
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Lot eehes os isckes Rises ise ahsiees eeeeed 10,000.00 
To contehbhs, Raleass:.. 6c. iva ced es cdr ss bans 8,000.00 
Por letteee 66k i 6 iis dcp sin 0 0 ddbdue eens 2,000.00 


To close out Baker’s contract and forfeit amount 
paid in by him. 
PreRO Sid voc cccccctodsis besesdisaiiondiaseee 5,000.00 
To Wet Gileese 6 60 caditdines 05 Recta 5,000.00 
To reverse entry charging sales with cost of Baker 
lots now taken back. 


As far as the Baker lots are concerned, the accounts are back where 
they would have been if these lots had never been sold, except that there is 
a gross profit of $2,000.00 arising from the forfeiture of Baker’s payments. 

Now, suppose that instead of one-tenth of the contracts being forfeited, 


all of them were. The above entries would then be: . 
ROE BIE ncconcvacsvenpehasesdsanttssenbaaes canes 100,000.00 
Te OOMNNCS os aden anacusnnens ct 80,000.00 
PorGOS q.6 chk nnedises «4 cena 20,000.00 
Date >, cascades cc svsead deshabestessn medial 50,000.00 
(ek YR emer rE er er ee 50,000.00 


Explanations omitted. 
The condition would then be, as far as these accounts are concerned: 
ED on cin so Accs Senin 50,000.00 Forfeitures .............. 20,000.00 


That is, the firm would be in possession of its land again at cost, but 
would have made a gross profit of $20,000.00. 

The objection to this is that the firm is reversing the usual order. In- 
stead of collecting its cost first and then proceeding to realize its profit, 
it is reaiizing its profit first and holding the unpaid portion of the con- 
tracts as security for its cost. In this case it would seem to be justified in 
doing this, on account of the right to forfeit the amount paid. The argu- 
ment in favor of it is that all the profit-making work has been done, the 
sales have all been made, and enough money has been paid in to secure 
them, or to provide an equivalent to the profit through forfeiture. The 
remaining profit of $30,000.00 will be subject only to the expense of col- 
lection. 

It is assumed that the property has not deteriorated, and that the fifty 
lots taken back from Baker can be re-sold for $10,000.00. 

If the contract calls for the giving of a deed when fifty per cent of the 
price has been paid, with a purchase money mortgage for the balance, 
there is no possible objection to this view of the matter, since the mort- 
gages may be sold and the cost of the land covered by their proceeds. It 
would, of course, be wise to set up a reserve for cost of collection and for 
commission on the sale of the mortgages, unless the firm could find a 
market for them themselves. 
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If this view is adopted, the cost of the land would remain in property 
account unaltered and lot sales would not be charged with it. The ac- 
counts would then stand: 





Property 
500 lots at $100......... 50,000.00 
Lot Sales 
50 lots, Baker........... 10,000.00 500 lots at $200.......... 100,000.00 
Profit and loss, 450 lots. 18,000.00 
NT 35 daawbndcse ear 72,000.00 
100,000.00 100,000.00 
a ee BRRNGOS.. bc cntccncananes: 72,000.00 
CoNTRACTS 
See 100,000.00 Cash paid in............ 20,000.00 
Baker balance, cancelled. 8,000.00 
Nasik. ide eueeteebs 72,000.00 
100,000.00 nee 
ID 0 sccce nS sacnve de 72,000.00 — 
Profit and. Loss 
SS ERT O TE 1,000.00 From lot sales.......... 18,000.00 
OE asddnienssooced 19,000.00 Forfeitures ............. 2,000.00 
20,000.00 20,000.00 


By this method the balance of lot sales would always be reduced to 
the same amount as that of contracts, the debits being offset by credits to 
profit and loss, until the balance equalled that of property account, after 
which the credits would be to that account. 

This would seem to be the greatest amount of profit that could be in- 
cluded in the federal tax requirements, but Mr. Thompson’s letter, quoted 
below, implies that the government takes a different view of the matter. 

While these figures show the sales in total in the lot sales account to 
which Mr. Lam objects, it does not follow that the entire balance of lot 
sales account is a legitimate credit to profit and loss, any more than that 
the balance at the credit of consignment sales is to be credited as an ele- 
ment of profit. The credit to consignment sales, or to lot sales in this 
case, is a conditional credit only, subject to contingencies and offset in one 
case by the account of consignees, and in the other by the account of con- 
tracts. This conditional nature of the credit must be recognized, and only 
so much of the profit can be taken as is covered by the cash actually paid 
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in; that is, the portion of the profit that has been realized and is no longer 
conditional. 


The above is given as the most liberal way of considering the profits 
on installment sales, based on the principle that the article sold does not 
depreciate by becoming second-hand and that the forfeitures protect the 
seller from loss when the lots are re-possessed. The method outlined in 
the April JourNAL oF AccouNTANCY of taking only the profit which is rep- 
resented by the percentage of gross profit to selling price applied to the 
cash paid in by the customer is much more conservative, perhaps too con- 
servative, as is claimed by the writer of the following letter: 


Editor, Students’ Department: 


Str: Your discussion of Real Estate Subdivisions in the April issue is 
interesting to one who has been identified with the home building business. 

Your suggestion that profits be taken on a percentage basis with rela- 
tion to the payments received seems rather too drastic to me, although 
you do qualify it by stating that after a certain amount is paid in the 
likelihood of a forfeiture is very remote. To be exact, it is so remote that 
when over 40% of the purchase price is paid, it would be quite lucrative 
to the seller to have all the purchasers forfeit their payments. 

There is practically no difficulty in selling (without recourse) a security 
whose unpaid balance does not exceed 0% of the fair value of the 
property securing it, although a discount sufficient to provide for collection 
costs would be exacted. 

It would seem to me, therefore, that when a contract had been reduced 
to that amount it would be correct to take all unclaimed profit, excepting 
a reserve sufficient to provide for future cost of collection. 

As a matter of fact, the proportion of forfeited contracts where the 
purchaser makes the property his own home is very small after 25% of 
the purchase price has been paid, and if 10% earnest money is required 
it seldom happens that the foreclosure and re-sale expense exceeds the 
amount paid in. 

Yours very truly, 
Seattle, Washington. R. B. JENKINS. 


Even the least conservative view of this subject does not consider the 
difference between cost and total selling price as a present profit. It is a 
little difficult, therefore, to understand the position taken by the United 
States internal revenue department, as described in the following letter 
from Mr. W. W. Thompson, C.P.A. It is all very well to say that “the 
vendor has recourse by applying such loss as a deductible item in the next 
federal income tax report,” but it may easily happen, as Mr. Lam states, 
that the next report will not show any profit from which the item may 
be deducted. 


Editor, Students’ Department: 


Dear Sir: In reading the section of THE JouRNAL oF ACCOUNTANCY 
of which you are editor, I note an inquiry asking proper method for 
handling real estate accounts for a company selling land on the installment 
plan. Your correspondent asks what the internal revenue department re- 
quires to be reported as profit on sales made on the installment plan and 
I note your answer thereto. I have had this particular matter up with 
the treasury department and have the letter before me which states spe- 
cifically that the difference between the selling price and the cost is to be 
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reported as gross profit during the year that the sale is made, the same as 
if the property had been sold for cash. If it develops later that the 
purchaser defaults on deferred payments and thereby the vendor sustains 
a loss, the vendor has recourse by applying such loss as a deductible item 
in the next federal income tax report. 

While this ruling appears to be very unfair and may result in a company 
paying tax on income never received, nevertheless it is the ruling of the 
treasury department and therefore is the law until such ruling is changed 
or adjudicated. 

Yours very truly, 
Chicago, Illinois. Wma. W. THompson. 


SECURING A CREDITOR 
Editor, Students’ Department: 


Str: The corporation I am working for has been a little short of 
money, and one of the directors’ wives has entrusted with the corporation 
the sum of $1,000. 

Please let me know what entry should be made in order to safeguard 
the full payment of this sum in case of bankruptcy. 


Respectfully yours, 
New York. A 


Under the provisions of the United States bankruptcy law no prefer- 
ences can be shown to any creditors, except those given precedence by 
law, such as taxes and labor liens. Therefore, you cannot make any entry 
that will safeguard the loan made to the company by the wife of a director 
or by any one else as a preferential claim. 

Although you cannot make it a preferred claim, you can make it a 
secured loan by giving her collateral. This can be done by putting some 
of your merchandise in store in her name, with right of substitution. In 
most states, probably in New York, you can give her control of some room 
in your factory in which you can store the goods, and give her the key. 
She can then appoint some one as her agent to exchange goods, as those 
in the room are needed. 

Instead of giving her goods as collateral, you can assign accounts re- 
ceivable to her at 80 cents on the dollar. When an account is paid, the 
money must be turned over to her, and she can lend it to you again on 
other accounts. The 20% margin, less interest or commission, may be 
settled on each account or periodically, as desired. 

I do not suggest a chattel mortgage on machinery or fixtures, as that 
would be disastrous to your credit when reported by the mercantile 
agencies. 

The collateral should be given when the loan is first made. If given to 
protect an existing debt, it will have too much of the appearance of trying 
to make a discrimination in faver of a special creditor. The lady would in 
certain circumstances be forced to surrender her collateral and file her 
claim as an unsecured creditor. If the debt is already in existence, it 
would be better to go through the form of paying it, and then for her to 
make a new loan properly secured. 


TravDE Discount 
Editor, Journal of Accountancy: 
Sir: I have read with interest and profit discussions bearing on the 
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subject of discount, but none seems to cover the exact point which has 
been brought to my notice. I, therefore, take the liberty of asking you 
to give an expression of your views on the practicability and advantages 
to be gained, if any, by the treatment of discount as given below: 

Assume that I purchase a bill of goods amounting to $19,000 subject 
to a cash discount of 7%, and sell said merchandise for $9,600, terms 
being net. Sales account shows an apparent gross loss of $400 and discount 
an apparent profit of $700. Would it not be proper in the desire to have 
the several accounts show the true facts, to charge discount with 7% and 
credit sales account with the same 7%, thus bringing the debit to sales 
to a net basis and showing the true profit realized of on sales account 
where it naturally should appear? 

Yours very truly, 
New York. F. S. Loncsoraum. 


As has been already said in this department, it is not always easy to 
draw the line between trade and cash discount. The distinction usually 
made is that trade discount is employed as a convenient method of fixing 
the actual selling price of goods, while cash discount is allowed for the 
purpose of inducing payment prior to the time at which a bill becomes due. 
The inducement for prompt payment need not be more than the equivalent 
of a very liberal rate of interest. Anything more that is allowed must 
have some other object in view. The proper view to take of an excessive 
discount like 7% is that it is really a trade discount with a time limit. 
Applying this view to the case in point the proper amount to charge to 
purchases would be $9,300.00. The sale would then show a profit of 
$300.00, as it is only right that it should. 

The principal point to be noted in this letter is that a method of treat- 
ment that brings out the right result is not necessarily a correct method. 
Adding the $700.00 discount to the sales is altogether wrong. The dis- 
count was a condition of the purchase and not of the sale. It reduced the 
buying price, but did not increase the selling price. 

Some accountants are of the opinion that all discount of whatever 
nature is a reduction of price, and they have very strong arguments in sup- 
port of their view. To them this question would be no difficulty whatever. 


OBSOLESCENCE AS CAUSE OF DEPRECIATION 


Editor, Journal of Accountancy: 

Sir: The writer is in charge of a shirt manufacturing plant consisting 
of cutting, manufacturing and laundering departments. eretofore the 
business was owned individually, and in closing accounts each year no 
allowance was made for depreciation. During the past year the business 
has been reorganized and the accounts now show readjusted values of 
machinery, fixtures, etc., according to appraisal at time of reorganization. 

The present management desires to have the proper depreciation 
charged off each year, and the question raised is: What is the proper 
percentage to take? In a business of this kind depreciation cannot be 
based on actual life of sewing machines, for there are new styles bei 
made continually, and after a lot of new machines are installed improv 
models may be placed on the market, thus making it necessary to replace 
all the old ones with improved models in order to meet competitors’ prices 
for manufacturing. 

I should like to have the advice of some one on your staff who has 
had experience along above /ines. 

Yours truly, 
Kingston, New York. LC. x 
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All the authorities include obsolescence among the causes of deprecia- 
tion, but it is extremely doubtful whether it can be strictly so considered 
or not. As has been frequently observed, accountants have no standard 
definitions of the terms they use. The definitions in the dictionaries are 
usually very unsatisfactory, because they are too general in character. The 
Century Dictionary says: “The act of lessening or bringing down price or 
value. A fall in value; reduction of worth.” Webster’s definition is al- 
most identical with the last part of this: “The falling of value; reduction 
of worth.” These definitions do not at all describe the technical deprecia- 
tion which the word suggests to the accountant. 

As a rule, authors of books on accounting subjects seem very loath to 
attempt definitions of the terms they use. In regard fo depreciation, how- 
ever, they have been more considerate than usual. Montgomery says it “is 
a decline in the value of property such as may reasonably be expected to 
occur as a result of wear and tear and gradual obsolescence.” Dickinson 
speaks of “depreciation, or wear and tear, of fixed capital arising out of 
its use in the activities of the business.” Bentley does not specifically de- 
fine it, but says: “Depreciation of a fixed asset indicates its probable de- 
crease in value by reason of wear and tear and the efflux of time.” 

In all these definitions depreciation is described as a gradual process, 
even with respect to obsolescence. There is no doubt that this is the idea 
conveyed by the term to the mind of every accountant and to the majority 
of business men. It is the inevitable lessening of the value of an asset in- 
herent in the very nature of the asset itself. As it is a gradual process, its 
progress can be very accurately determined by any man of good judgment 
whose experience with any particular class of assets makes his opinion 
with regard to them trustworthy. 

Referring to the sewing machines mentioned by J. C. K., the wear and 
tear on them can be very closely calculated by any one whose experience 
with such machines and with their use in this particular work is sufficiently 
extensive to justify him in giving an expett opinion. This is all that need 
be provided against in a reserve for depreciation. The danger of sudden 
obsolescence, of the machines in use being superseded by newer and better 
types, is an entirely different matter. To guard against this a separate 
reserve should be set up, specifically designated as a reserve against con- 
tingent losses. : 

This is not a distinction without a difference. The reserve for depre- 
ciation represents as nearly as may be an actual loss and is properly classed 
as an operating expense. The reserve for obsolescence, or for contingen- 
cies, is not the expression of an actual loss, but is an appropriation of sur- 
plus to meet a contingency that may or may not occur. As long as it does 
not occur, the reserve is part of the undistributed surplus and is not 
charged to operating expense. When the loss does take place, it is as 
much an extraneous loss, outside the normal processes of the business, as 
would be the loss by fire in a business that ranks as a hazardous risk. The 
difference, then, consists in the different characters of the reserves, one 
being a deduction from the value of the asset and the other a subdivision 
of the surplus account. 
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The same argument will apply to a reserve for accidents set up by a 
telephone company that is liable to extensive damage to its overhead wires 
by a sleet storm, or by any other company that is liable to similar accidents 
of a serious nature. 

As to the amount to be credited to the reserve for contingencies, it is 
probable that no one is competent to give a correct opinion. If the view as 
stated above is adopted, it does not make any difference how large it is, if 
there is free surplus enough left to provide for reasonable dividends. 
Since the reserve is not charged to operating expenses, it will not affect the 
operating expense, however large it may be. 


CAPITALIZING EXTRAORDINARY EXPENSES 


Editor, Students’ Department: 


Str: There are a few questions, and apparently very simple ones, but 
upon which I have heard a diversity of opinions both from accountants 
and engineers, and upon which I would appreciate very much seeing your 
comments in THE JouRNAL OF ACCOUNTANCY. 

To begin with, there is a utility engaged in the production and distribu- 
tion of electricity, operating under a franchise, costing the usual nominal 
sum, with the customary provisions subjecting the utility to any changes 
in rights of way, etc., which might be ordered by the municipality. 

(1) A pole line has been constructed and is in operation on a public 
street or highway; the municipality has ordered said street or highway 
to be widened, which makes it necessary that the line be moved a few 
feet over, or even to the opposite side of the road— 

(a) Can the cost of this change be charged to rights and franchises 
for the reason that it is a further cost of franchise or rights of way, and 
on account of its being a compulsory change, or for any other reason? 

(2) Same as l-a, except that the municipality agrees that the line will 
be permanently located— 

: (a) , can this cost then be considered the purchase of permanent rights 
of way! 

(b) Or is it still an operating expense? 

(3) After this line has been in operation for a while it is found that 
at some point it is necessary to replace a few 35-foot poles, say with 40- 
foot poles, on account of its being too low, or, in other words, inadequate 
for service— 

Taking into consideration these facts, the additional material and labor 
are to be charged to capital. The depreciation rates are based on and 
include the usual elements.of wear and tear, obsolescence, etc. ; 

Disregard the small. amount of depreciation which would be set up on 
this part of line, had it been in operation say for a year; 

And, most important of all, the poles and materials are to be removed 
at original or full value— 

(a) Can the cost of making the exchange be charged to depreciation 
reserve, or, in other words, has inadequacy as applied here any place 
in depreciation? 

(b) Or is it a direct operating and maintenance expense? 

Respectfully submitted, 
San Francisco, California. A SuBSCRIBER. 


1 (a). In my opinion, the cost of moving the poles cannot be charged 
to rights and franchises as a cost of right of way. All the expense of 
acquiring the right of way on that street has been already paid and capital- 
ized and no additional right has been acquired. 
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As the change was compulsory and was not part of the normal opera- 
tions of the company, it cannot be considered an operating expense. It is 
a direct charge against surplus as an extraordinary outlay. If the cost is 
relatively large, it is not generally considered obligatory to charge it all off 
in one year. It could be carried as a deferred charge as “widening Blank 
street,” and written off over a period of a few years. 


2 (a). Making the new location of the poles a permanency would cer- 
tainly add to the value of the right of way on that street. How much the 
value would be increased would be a question of judgment. The test 
that would best answer this question would be the determination of the 
amount that the company would have been willing to pay to make the old 
location of these poles, or of similar ones on other streets, a permanency. 
If the amount they would have been willing to pay for this advantage is 
equal to the cost of moving the poles, that cost would appear to be rightly 
chargeable as the purchase of a more valuable right of way. If not, the 
charge should be divided between the right of way and surplus. 

(b). As previously stated, the cost of the change does not seem to be an 
operating expense, in any view of it. 

3. The excess of the cost of 40-foot poles over 35-foot poles can be 
capitalized without any doubt, but the labor involved in replacing the 
smaller with the larger ones should not be. Referring to the definition of 
depreciation in the answer to J. C. K. above, inadequacy is not a legiti- 
mate element of it, although, like obsolescence, it is often said to be. If 
a reserve for depreciation that may have been set up has included an al- 
lowance for inadequacy, the labor would, of course, be a proper charge 
against the reserve. If such provision has not been made, the cost would 
be an extraordinary expense, similar to the cost of moving the poles on 
the street that was widened. Jn any event, it does not seem proper to con- 
sider it an operating or maintenance expense, because it is entirely outside 
the normal operations of the business. 


Editor, Students’ Department: 


Sm: Kindly inform me as to the following two propositions which 
confront me in taking charge of a double entry set of books. 

1. The controlling accounts receivable account does not agree with 
the total of the individual accounts receivable ledger. The books were 
not balanced for some time, and it would be a very difficult task to go over 
them. In my case the controlling account is more than the individual 
ledger. What entry should be made to straighten it out? 

2. Are there any entries necessary when a note is renewed? How 
would you proceed in this case: A note was given to us three months 
ago for $1,000 with interest at 6%. At date of maturity the note was 
renewed for another 30 days. 

Respectfully yours, 
Stamford, Connecticut. SUBSCRIBER. 


(1) As you are responsible only for your own work and not for that of 
your predecessor, you should first bring the accounts into balance by an 
entry reducing the controlling account balance to an equality with the sum 
of the balances on the accounts receivable ledger. The amount necessary to 
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do this would be charged to adjustment account, which would, of course, 
be an account on the general ledger only. 

Adjustment account 

To accounts receivable controlling account 
To bring the controlling account into balance with the detail of ac- 
counts receivable as shown by the trial balance. 

As you now start with the accounts in balance, any discrepancies in 
future must be due to your own errors, while an agreement of the account 
will prove the accuracy of your own work. Although it is not necessarily 
a part of your duty to discover and correct the errors of your predecessor, 
unless that was one of the conditions of your employment, you will natu- 
rally wish to have your books in first-class condition by locating the errors, 
This can be done slowly, as you can find the time. Starting with the last 
month for which a correct trial balance is on hand, carefully check the 
items of the next month, making correcting entries as required, offset by 
debits or credits to adjustment account, until the trial balance of that 
month is in agreement with the controlling, account as affected by the 
correcting entries. Balancing each month in succession in this way, the 
correcting entries will necessarily absorb the balance with which you began 
the adjustment account, when you have brought the work down to the date 
at which you took charge. 

This may take a long time, but the satisfaction of having your books in 
perfect balance should be sufficiently great to pay for the trouble. It is 
possible that in the course of your checking you will discover that all of 
the errors are of the same character. If so, it would be well each month 
to check first the items of this nature, as this correction may balance the 
accounts at once, and further checking for that month be dispensed with. 

It would be well to explain to the proper principal in your concern 
the object. of the adjustment account and your method of locating the 
errors and to obtain his authority for the procedure. 

(2) The renewal of a note receivable should be properly recorded on 
the books. This may be done in either of two ways. An entry may be 
made in the journal merely recording the fact of the renewal: 


Notes receivable, John Smith, due...............seeeees 1,000.00 
To notes receivable, John Smith, due this day....... 1,000.00 
To record renewal of note, as agreed. 


This entry would not be sufficient if the note had been given by a cus- 
tomer and the renewal had been caused by his inability to pay the original 
note when it became due. As this fact would reflect more or less upon the 
credit of the customer, it should find expression in his account, and two 
entries would be necessary: 


John Semtth 2... cccccccccvccctsccccsccccsvessoccesvceses 1,000.00 
Fo wate cameisvk is vcncnink kine scgusdeec cede cess 1,000.00 
His note due this date unpaid charged his account. 
Motes: cn aici sk Si0 Sein ch kaw Vb aa Rs Cede 1,000.00 
To John Santth... .ccciscccseccsctivcoosivcstvsssace 1,000.00 


For note to replace dishonored note due this day. 
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ACCOMMODATION NOTES 


Editor, Students’ Department: 


Sir: Please inform me in regard to the following: 

A contract is entered into by two parties: one sells and the other 
buys a certain quantity of logs and lumber. The buyer advances money 
on the logs and lumber before same is in shipping condition. The seller 
gives the buyer a bill of sale covering each advance, which may be for an 
amount of $4,000, $5,000 or $10,000. The seller also gives the buyer a 
four months’ note covering the advance as security. 

If the lumber is not shipped at the time the notes mature they are 
renewed by the seller or maker. Please note that these papers are for 
security, but may be used by the buyer. If they are discounted by the 
buyer they are to be paid by him at maturity because the maker of the 
note ships the buyer lumber for the amount of the advance which the note 
covers. Would you call the notes, after they have been discounted by 
the buyer, notes payable? Are they actually bills payable as far as the 
buyer is concerned? Perhaps he might find it necessary to use the notes 
for financial reasons and would discount these papers instead of making 
his own. They are not notes receivable discounted, because they are not 
to be paid by the maker. They must be paid by the buyer at maturity. 

What do you think of this for a title of account containing just such 
items: “Secured bills discounted”? 

R. A. M. 


Bay City, Michigan. 


This letter describes a most remarkable transaction, which is an entirely 
new one to me. 

Designating the seller as A and the purchaser as B, when B buys the 
lumber, he would credit A and charge lumber, if he knew what the pur- 
chase amounted to in all. If not, he would charge A with the advances 
made until the deal was completed, or would credit A and+charge lumber 
with each shipment received. When A gave B a note to cover the advance, 
the note had no regular standing at all. The consideration was not the 
money given to A by B, because that was an advance payment on the 
lumber. The note, being without consideration, was purely accommodation 
paper, and if B put it on his books at all it would be by charging accom- 
modation notes receivable and by crediting A, accommodation account. 
If B discounted the note, he should credit notes receivable discounted. 
It is not a note payable, because that is always a party’s own note on 
which the liability is direct. In spite of the agreement between them, B’s 
responsibility on A’s note was secondary as an endorser. The primary or 
direct liability on the note was A’s. No arrangement between A and B 
would change the real character of the note. 

I do not see how the note can be said to be secured. The advance is 
not security for the note; it is payment for the lumber. 


154 











Book Resse 


MONEY AND CURRENCY;; Fifth Revision. By JosepH Frencu Joun- 
son. Ginn & Co. New York, 1915. $1.75. 


The present conditions of world finance, arising out of the unparal- 
leled use of the credit of the great European nations in prosecuting a 
disastrous war, make the appearance of the fifth revision of Dean John- 
son’s book opportune and timely. Moreover, it is difficult to measure the 
importance to our country in these circumstances of the initial operation 
of the federal reserve law a few months after the commencement of 
European hostilities. 

The relation of the terms “money,” “currency,” “credit,” “value,” “cost” 
and “price” as commonly used—often improperly—has for hundreds of 
years formed a basis for serious, every-day thought and study in the 
world’s marts, national politics, among framers of customs tariffs and 
banking laws, and even in the mind of the humblest individual citizen. 
Adam Smith gave us his great work, Wealth of Nations, in 1776, since 
which the works of Mill, Marshall, Seager, Fetter, Gide, Pierson and 
numerous others have contributed to the development of the science of 
economics. 

Dean Johnson’s book is a welcome compendium of the literature of the 
science, and its fifth edition is particularly valuable for the new material 
in chapter XVII which brings the review of monetary and banking legis- 
lation in the United States up to date. A thoughtful analysis is given of 
the federal reserve act of December 23, 1913, and the probable effects of 
its operation are discussed. It is probable that the book was completed 
before the extent of the present continuing war was appreciated, and its 
subsequent editions will no doubt deal with the possible revision of some 
theories of economics which have heretofore come to be accepted as 
gospel. 

We must confess to some disappointment in the brevity of the author’s 
comments on the criticisms which have been made of the powers given the 
central federal reserve board, as, for instance, with reference to the com- 
pulsion which it can exert over the regional banks to rediscount for one 
another. We-would have welcomed an extension of Dean Johnson’s 
opinion that (central) “power seems to be essential to the (federal re- 
serve) system.” The great test of the federal reserve law will undoubt- 
edly come when European peace is restored. Special efforts, in which the 
power of the central board will have to be enthusiastically recognized 
and supported by all member banks of the regional federal reserve centers, 
will be necessary to maintain and strengthen the position of our country in 
the international banking world. In order to avoid the possibility of a 
repetition of the paralysis of the entire world’s credit which followed 
the breaking out of the war, we must take full and proper advantage of 
our opportunity for financial independence which the federal reserve law 
provides. We are now able to finance our own imports and exports by 
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the use of American acceptances. We are also able to finance the trade 
of other nations and to some extent displace Great Britain in the rdle of 
banker to the world. To do this, however, we must have discount rates 
that compare favorably with our competitors’. The federal reserve banks 
must also facilitate the quotation of “forward discount rates.” A foreign 
banker must have assurances, in buying a “dollar acceptance,” of the rate 
at which the bill will be discounted when it reaches our country. The 
rate will probably dominate the business. 

Dean Johnson briefly disposes of this alluring prospect in the operation 
of the new law by stating that it is expected that at least one of the fed- 
eral reserve banks, probably the one located in New York, will be power- 
ful enough to exercise some control over the foreign exchanges so as to 
regulate the inflow and outflow of gold. The central board is not given 
authority to force such responsibility upon any one of the federal reserve 
banks. While the author does not express his opinions as fully and posi- 
tively on many features of the federal reserve act as would be welcomed 
from one whose previous writings stamp him as a worthy authority on the 
subject of money and currency, the volume is a most valuable addition to 
the literature of the subject, and we recommend it to accountants and 
others whose equipment is not complete without a thorough knowledge of 
the science of economics. 

F, G. Couey. 





AUDITING. By Lawrence R. Dicxser, F.C.A. Tenth edition, revised 
and enlarged. Gee & Company, London. 


A book that has passed through ten English and two American editions, 
comprising 22,000 copies, within twenty-three years speaks for itself. It is 
bromidic to say that “no student can do without it,” or that “for the 
English accountant, at least, and also for the American accountant in 
many respects, it is an indispensable reference book.” 

To be sure, it is fair to say that the average American accountant, 
especially of the student class, will find the second American edition 
(Dicksee’s Auditing—Authorized American Edition, edited by Robt. H. 
Montgomery, C. P. A.) more useful and practical, since it conforms with 
American practice and conditions. For this reason it is likely that the 
present English edition will not command as large a sale in this country 
as previous editions. Nevertheless there are features of it which will 
naturally commend the book to those leaders of the profession who take 
a broad and high view of the future growth of public accountancy in the 
United States. 

Such changes and additions as were made necessary by recent English 
legislative acts and legal decisions have been made in the body of the 
work, and very full extracts from such acts and decisions are given in the 
appendix. The growing size of the latter suggests the comment that 
future editions might well be issued in two volumes for greater con- 
venience in handling. The present work comprises nearly a thousand 
pages, and though paper and press-work are a delight to the eye and 
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reflect credit on the publisher, it is not a book that the average man 
would care to carry on a railway journey. 

Accountants who are engaged in public utility work will read the 
section dealing with municipal trading departments (pp. 141-148) with 
much interest. Our English cousins have apparently not met with much 
more success than we in impressing upon those having authority over 
public utilities the correct principles which should govern such matters as 
depreciation, sinking funds and capital versus revenue expenditures. In 
fact, we may plume ourselves somewhat in having a better standard than 
the English in the interstate commerce commission classifications and 
those of some of our more advanced state commissions. This is not to 
the discredit of English accountants, however, and perhaps it does not 
become us who were unable to secure rectification of some absurdities in 
the income tax law to cast the first stone. 

Appendix B, being reports of cases, the decisions on which are of 
professional interest, will command the attention and study of those 
far-sighted members of the profession who hope and expect to see public 
accountancy take the officially recognized position in the United States 
which it holds in Great Britain and her colonies. These decisions will in 
due time furnish important precedents for the American courts when the 
business and financial world awake to the fact that auditors are re- 
sponsible legally no less than morally to their clients. It is a pleasant 
reflection that public accountancy is growing steadily in importance, but 
we should not lose sight of the fact that increased dignity of standing 
brings with it definite legal responsibility, particularly so to those who 
hold a commission from the state as certified public accountants. At the 
present time about the only penalty for slack or incompetent work is the 
loss of a client and perhaps a black eye for the profession in general. 
Yet undoubtedly at common law any client who suffers monetary loss by 
reason of the failure of a public accountant to do what he agrees and 
professes to be able to do has a good claim for damages. 

The heads of our leading accountancy firms are, of course, familiar 
with this phase of the auditor’s responsibility, and are careful to have 
the scope of an auditing contract clearly defined with their clients. But 
there are altogether too many individual practitioners, particularly among 
the younger accountants, who accept contracts for restricted audits in 
such vague and general terms that they are in grave danger of innocently 
making themselves liable for non-performance of work which they do not 
understand their clients expect from them. Irrespective of the body of 
Mr. Dicksee’s book, the appendix B alone is well worth careful study by 
American accountants as a guide to making clear and definite contracts 
with their clients. W. H. L. 





EFFECTIVE BUSINESS LETTERS. By Epwarp Hatt Garpner. The 
Ronald Press Company, New York. $2.00. 


In these days of hasty dictation of letters, it would be well if every 
business man would procure and study—not merely read—this excellent 
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book. It is written in such a clear and lucid style that the mere reading 
of it convinces one that the author thoroughly understands his subject. 
It needs no argument to show that any one who can set forth his ideas 
in such a forceful, and at the same time interesting, manner can be 
trusted to give good advice to others. 

The various parts of his subject are treated by the author in short 
paragraphs in which every word tells. There is no padding, and yet 
there is enough said about each point to make it clearly understood. The 
principles underlying the more important points are thoroughly explained 
in such a manner as to impress them on the mind of the reader, and to 
lead him to form his own style in accordance with them. In fact, one of 
the best features of the book is that it does not attempt to set up a lot of 
forms that must be followed whether the reason for them is grasped or 
not. Such letters would always sound machine-made and mechanical. 
Instead of this, the author says: “Aim at a personal quality in your style, 
in order to convey an impression of sincerity and of interest in the 
person addressed.” He then gives the general principles which should be 
followed in order to attain this object. 

It is difficult to pick out special points to mention where all are 
excellent. One concerns correctness. Many men will allow grammatical 
or rhetorical errors to appear in their letters, on the ground that the 
receivers will be either too ignorant or too busy to notice them. Mr. 
Gardner says: “It is not safe to rely on their ignorance; even men who 
make mistakes themselves notice them in others, and the most intelligent 
customers are those you care most for. And though bad grammar, 
punctuation and spelling will be forgiven by the reader, you do not want 
him to take the time to forgive them—you want him to read your letter. 
To economize the reader’s attention, be correct.” He neglects to state, 
however, how the writer is going to be correct, or to know whether he is 
or not, if he has had only the wretched training, or rather lack of it, 
afforded by our average public school. 

The chapter on the “Make-up of the letter” is very full and compre- 
hensive. From the nature of the subject many of the suggestions are by 
no means new, but even the old ones will bear reading over by many 
careless writers. One point emphasized is that the address of a letter 
should be the same as that used by the writer of the letter to which it is 
an answer. Having received a letter addressed to him as “Esq.” the 
ordinary American business man is more than likely to allow the answer 
to be addressed “Mr.” The first impression on a man accustomed to the 
British salutation is liable to be a bad one. 

In his chapter on mistakes in language he condemns many stock 
phrases such as “we beg to state,” “contents carefully noted,” and one 
that has always been the pet aversion of the writer, “same” used as a 
pronoun, as in “We will give your account credit for same,” instead of 
“credit for it.” These, and others like them, may be very small things, 
but they are often irritating and distracting. When one receives a letier 
saying “I wish to say,” one is apt to stop and think “If he wished to say 
it, why does he not say it.” The use of such phrases arises often from 
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ignorance of the proper way to make a direct statement in a graceful 
manner. 

Space is lacking for more than a brief mention of the more important 
matters treated of in this book, such as the proper way to write letters 
asking for, or giving, or refusing information; ordering goods; returning 
goods or asking for adjustments; making or refusing the adjustments 
requested ; asking for credit information, and granting or refusing credit. 
All these subjects are very fully treated, and many examples are given 
of both the poor forms to be avoided and the better ones to be imitated. 

The three chapters on collection letters are worth careful reading by 
every business man. They are probably the most difficult of all letters 
to write successfully, so as to be emphatic and effective, without becoming 
offensive and thereby defeating their purpose. Although many excellent 
examples are given, the author utters a warning against blindly copying 
any of them, and advises a study of them, so that the general principles 
exemplified by them may be followed with due regard to the circumstances 
of each individual case. 

The chapters on sales letters contain many useful hints in regard to 
the original letters and the follow-up methods. Advertising by corre- 
spondence has been discussed so extensively that there is not much novelty 
possible in the treatment of the subject, but the author’s remarks are well 
worth careful study, especially,in regard to the principles to be observed. 
The same remarks will apply to his treatment of the much discussed 
subject of form letters. 

Taking the book as a whole, the subject is treated in a masterly manner 
that in itself carries conviction that the author is entitled to speak with 
authority from his own knowledge and has not merely prepared a 
compendium made up of more or less disguised extracts from other writers. 

Seymour WALTON. 





FINANCING AN ENTERPRISE. By F. Cooper. The Ronald Press 
Company. 


The author states: “The object of the present work is . . . to point 
out the common mistakes, to suggest the best methods of procedure and 
to serve generally as a manual -of information.” Pointing out the “com- 
mon mistakes,” however, has been carried to such extent that “How Not 
to Finance an Enterprise” would be a more descriptive title of the work. 
The author deals almost wholly with new enterprises, and the chapters 
on the preparation of the prospectus and the manner and methods of 
presenting the enterprise to prospective investors are well worked out so 
far as new enterprises are concerned. The usefulness of the work would 
have been greater if the author had developed these chapters to include 
the problems confronting established enterprises seeking fresh capital for 
the extension of their activities. The methods and results of the investiga- 
tion of the merits of a proposition as laid down by the author readily 
could have been extended to embrace investigation of established enter- 
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prises. The chapter on experimental work and model making very clearly 
sets forth the besetting sin of the ordinary inventor in believing that simply 
his idea of the practicability of his invention is all that is necessary to 
demonstrate its profit-making possibilities sufficiently to make the proposi- 
tion attractive to capital. 

This work may be of but little use to the practising accountant, but a 
person inexperienced in placing new propositions before the investing 
public would find many useful hints and very many timely “don’ts” within 
its pages, and it would also be very useful to those not skilled in the art 
of analyzing prospectuses relating to new enterprises. As a manual of 
information for prospective investors the work should be of service. 
Particularly to be recommended is the list of questions regarding various 
features of a proposition for investment. Accurate replies to these ques- 
tions would enable an investor readily to determine if the enterprise was a 
legitimate one and founded on a safe basis. If the suggestions contained 
in these questions had been followed generally by the investing public the 
many “get-rich-quick” propositions which have been foisted upon the 
public would have met with little success. The easy conversational style 
of the book is very attractive and serves to hold the attention of the reader 
far better than the formal tone usually found in works on finance. 

Gerorce L. BrsHop. 





PROBLEMS IN THE PRINCIPLES OF ACCOUNTING. By Wit1am 
Morse Core, M.A. Harvard University Press. 


The purpose of this little book of some 100 pages is best explained in 
the author’s own words: 


. The prime aim is to afford material on which the 
student may cultivate the power and habit of seeing straight, 
of seeing deeply and of seeing whole.” 


It is true to say that the book is a collection of problems, perhaps 
taken in good part from actual examination papers, illustrating practically 
the theory of accounts and accounting laid down in Mr. Cole’s former 
work Accounts: their construction and interpretation, but that would not 
be all the truth. The problems are of the same character and scope as of 
most C. P. A. examination papers, and afford real tests of the student’s 
ability to think and reason for himself. Moreover, they are so drawn that 
the examiner is enabled to judge from the student’s work whether or not 
he really understands the underlying principles involved, so that the book 
may well serve as a model for teachers and examiners in framing similar 
questions for their classes. 

In view of the complaints which have been made that too often C. P. A. 
examination questions are academical and frequently involve conditions 
rarely met with in actual practice, Mr. Cole’s introductory remarks on his 
use of imaginary sets of figures are sound and convincing. In fact, the 
entire introduction is a complete statement of the real aim and place 
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of test problems in accountancy and sufficient reply to those who declaim 
so strenuously against “impractical” C. P.A. questions. Aside from its 
educational place as a companion volume to the author’s larger work, the 
book will furnish interesting material to the accountant who enjoys the 
study of the higher and more abstruse problems of accountancy which 
involve reorganizations, bond valuations, etc. 

W. H. L. 





MINING COSTS OF THE WORLD. By E. N. Sxinwer and H. R. 
Pirate. McGraw-Hill Book Company. $5.00. 


Mining Costs of the World is not adapted to general statistical pur- 
poses. It is written entirely from the point of view of a mining engineer 
or mine manager, and any attempts to use figures for the operations of the 
various properties listed to compare with others would be very dangerous 
without a considerable knowledge of mining methods as well as a know- 
ledge of the different formations of the properties considered. The opera- 
tions of some of the properties are given in considerable detail, but many 
of them omit fundamental information necessary for any kind of a 
comparison. 

The accuracy of these various costs cannot very well be determined. 
The author states that most of them have been taken from the companies’ 
annual reports, but he also states that many of them have been calculated 
by the author, and there does not seem to be any mark of distinction 
between the properties whose real cost is given and those whose cost is 
calculated. 

In conclusion, while the book is very valuable for reference purposes 
for a mine manager or mining engineer, any man not familiar with mining 
engineering can be very easily misled by attempting to make use of it 
for statistical purposes. W. B. RicHarps. 
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Ethics of Employing Men 


Editor, Journal of Accountancy: 


Sir: Considerable comment has appeared in THe JourNAL or Ac- 
COUNTANCY in connection with ethics, but little or no part of that com- 
ment seems to be directed against a practice which we consider just as 
unethical as improper advertising or price-cutting. We submit the follow- 
ing incident: 

A year ago, in April, a certain auditor called on a number of the Chi- 
cago accountants and filed application with those who invited him to do 
so. We engaged him on a permanent basis and retained him continually 
throughout the summer and fall. In December he started four different 
engagements for us, intending to return in January to complete the work, 
but on January 3d a manager of the Chicago office of another firm, whose 
main office is in New York, offered him a few dollars a week more and 
required him, if he accepted the position, to leave within a few hours on 
an out-of-town engagement, all of which was done without giving any 
consideration whatever to us. 

This audit company might have been justified in offering him a posi- 
tion had he been dissatisfied here, but his application with this other 
company was filed with them before he ever came to work for us. This 
manager knew that this auditor was in our employ as a permanent man; 
nevertheless, in less than six weeks “work ran out” and the auditor was 
thrown out of employment. 

Because we blamed the audit company more than the man, we took 
him back about March 15th, yet this particular audit company was not 
content with its first offense and communicated with the same auditor a 
few days ago, again offering him a little more money and again requiring 
him to leave at once on an out-of-town engagement. 

The manager might be excused had he not known that this man had 
returned to a place on our staff, but that he did know is proven by the 
fact that he had the nerve to try to phone this auditor at eur office and 
had the further nerve to ask us to reach him at our client’s office. 

When this office requires additional men, we advertise for them, and 
those who reply to the effect that they are working for another company 
are never even granted an interview; and it was only yesterday that an 
auditor offered us his services and stated that he was regularly employed 
by this same company whose actions we are criticizing. 

Rather than give him a dose of his own medicine we declined any 
encouragement whatever. We do not hesitate to express our opinion that 
it would undoubtedly be easier and a much safer way of securing the 
services of really good men were we to obtain the names of some of 
Arthur Young’s men or of Walton, Joplin & Langer’s men, or, in fact, the 
names of any of the then working for the principal Chicago firms. 
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Certainly the fact that these men are on the permanent staff of any of 
these firms ought to be sufficient reference for us as to their ability and 
integrity, and while it might be argued that these men would not leave 
their permanent employers, there is a question whether they would not 
do so if offered another “permanent” (?) position at a few dollars in 
advance of what they are now receiving. We wonder whether we would 
be criticized were we to adopt such tactics. We also wonder whether the 
particular offender would have been inconvenienced had we hired one 
of his men to fill the vacancy created on our staff by his having taken 
one of our men. Yours very truly, 

Epwarp R. Burt Aupit Company, 

Chicago, Illinois. By Edward R. Burt. 


Obituary 
ee] 


Robert L. Cuthbert 


With deep regret we announce that Robert L. Cuthbert, C. P. A., C. A., 
was killed in action in the north of France on July 6, 1915. He was a 
member of C squadron, Second King Edward’s Horse, Canadian expedi- 
tionary force. 

Mr. Cuthbert was a chartered accountant of Edinburgh and later a 
certified public accountant of New York. He was an American citizen, 
but at the outbreak of war volunteered for service with the Canadian 
troops. He had been in training throughout the winter. His death oc- 
curred shortly after his arrival at the front. 

Mr. Cuthbert was in practice on his own account in New York, but 
prior to the establishment of an office here he had been associated with 
Deloitte, Plender, Griffiths & Co., and Arthur Young & Company. 
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Oregon State Board of Accountancy 

At the annual meeting of the Oregon state board of accountancy, held 
at Portland on June 24th, Charles L. Parrish, C. P. A., was elected chair- 
man for the ensuing year; W. R. Mackenzie, C. P. A., vice-chairman; John 
Y. Richardson, C. P. A., secretary, and Arthur Berridge, C. P. A., treasurer. 
The term of William H. Wann expired on June 3d, and E. M. Wilson was 
appointed for a term of four years. It was reported that the board had 
held two examinations during the year, and eight certificates were granted. 
Since the Oregon law was passed forty-nine applicants have received 
certificates. 





Missouri Society of Certified Public Accountants 

The annual meeting of the Missouri Society of Certified Public 
Accountants was held in Kansas City on June 11th. The following officers, 
directors and delegates were elected: President, B. D. Kribben; first vice- 
president, F. A. Smith; second vice-president, J. M. McShane; secretary, 
Richard Wilson; treasurer, J. D. M. Crockett; auditor, E. J. Dillon; 
delegates, B. D. Kribben, D. L. Grey, A. J. Watson; alternates, A. M. 
Trader, Richard Wilson, F. A. Wright, Sr.; directors, E. G. H. Kessler, 
F. A. Smith, J. D. M. Crockett. 


Michigan State Board of Accountancy 
As a result of the June examinations conducted by the Michigan state 
board of accountancy. certificates were granted to the following: Cyril N. 
Bullock, Herbert H. Scott, Charles W. Stewart and W. T. Sunley, all of 
Detroit. 





Massachusetts State Board of Examiners 
The board of examiners for the registration of certified public 
accountants in Massachusetts has organized for the ensuing year as 
follows: Chairman, Waldron H. Rand; secretary, J. Edward Masters; 
Augustus Nickerson, C. Oliver Wellington and Walter C. Wrye. 


Colorado State Board of Accountancy 
S. R. Schaeffer, C. P. A., has been appointed a member of the Colorado 
state board of accountancy to fill the vacancy caused by the resignation of 
Roy B. Kester, C. P. A. 








Students who have attended the cost accounting courses at Columbia 
University have formed the Nicholson-Columbia Club. The first annual 
dinner was held at Brighton Beach, on June 30th, in honor of J. Lee 
Nicholson and John F. D. Rohrbach. 





C. M. Williams & Company, certified public accountants, announce the 
removal of their offices from New York Block to 336-337 Henry Building, 
Seattle, Wash. 


Clifford I. Smith, C. P. A., and Louis W. Scheuring announce the for- 
mation of the Smith & Scheuring Audit Company, with offices in the 
McCartney National Bank Building, Green Bay, Wis. 
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